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Editorial Comment 


This month Canadians will witness one 
Rowell-Sirois of the most significant meetings of the 
Report provinces since Confederation. Represen- 

tatives of the nine provincial governments 
will come together in Ottawa to consider with Dominion 
government officials the Rowell-Sirois Report with a view 
to bringing the British North America Act into keeping with 
the requirements of a great and growing nation. 


Ever since Mr. Mackenzie King announced a month or 
two ago this meeting for a consideration of the Report there 
has been throughout Canada a general expression of ap- 
proval of the recommendations of the Commission. Of 
some significance, we think, is the suggestion in a number 
of the annual reports of the chartered banks that the 
adoption of the main features of the Report would be not 
only in the best interests of the Dominion and the Prov- 
inces but is also a matter of vital importance at this time. 


The second in the series of articles by Professor Corry 
on the Report is published in this issue and sets out in a 
comprehensive manner the recommendations of the Com- 
mission. The plan proposed by the Commission provides 
that the Dominion government would assume the whole of 
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the provincial, but not the municipal, debts of the prov- 
inces, with the exception of the Province of Quebec where, 
because of the unusually low proportion of combined pro- 
vincial-municipal debt, the Dominion would assume forty 
per cent of the net cost of combined provincial and muni- 
cipal debt services. The Dominion in addition would relieve 
the provinces and municipalities of the whole burden of 
relief for unemployment, but this would not apply in respect 
of the unemployable or the indigent poor. In exchange the 
provinces would discontinue the levying of income taxes, 
taxes on corporations or corporate income and succession 
duties. Further borrowings by the provinces, if such bor- 
rowings are approved by the Dominion, would be made on 
the credit of the Dominion. We shall not, however, go 
further into particulars; every one of our readers should 
read and digest Professor Corry’s articles. 

In his annual address to shareholders on 11th December, 
Mr. C. H. Carlisle, President of The Dominion Bank, after 
referring to the remarkable progress of industry in Canada 
in recent years and the high degree of efficiency achieved, 
asks why in face of this the governments of Canada were 
year by year increasing their debt instead of decreasing it. 
In supporting the adoption of the Rowell-Sirois Report, he 
said: “The elimination of duplication and multiplication of 
work, reducing to one-half the number of people now in 
government, should save millions of dollars to the taxpayers 
of this country and give them more efficient administration. 
In such saving no province should fear discrimination or 
loss, as every province has in our governmental institu- 
tions a representation proportionate to its population. As 
citizens and regardless of political affiliation we should 
lend every aid to both the Dominion and the provincial 
governments to revise the B.N.A. Act, to bring it into 
keeping with our current requirements, to simplify to the 
nth degree the operations of government, and to reduce 
costs not only within our ability to sustain but within our 
ability to liquidate.” 


The War Exchange Conservation Act, 1940 
War Exchange was without doubt the most important 
Conservation measure passed at the present session of 
parliament which adjourned on 6th De- 
cember until 17th February next. Faced as it is with the 
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urgent need of increasing the country’s supply of foreign 
exchange, the government under section 6 of the Act is 
given wide powers to enter into agreements with individ- 
uals, partnerships and corporations to grant assistance by 
way of special tax credits and/or special allowances for de- 
preciation or depletion under the Income War Tax Act and 
The Excess Profits Tax Act, if in the opinion of the governor- 
in-council such assistance is needed for the expansion of 
the exports of these individuals or organizations. Unlike 
the other provisions of this Act, which are negative or 
restrictive measures, this section is for the encouragement 
of exports and is in the nature of an enabling measure. 


While this provision is probably applicable to all classes 
of business in the export trade, amongst which may be 
mentioned lumber companies and the newsprint and wood 
pulp industries, it would appear from the discussions in 
parliament that the government had the mining industry 
particularly in mind. The gold mines of Canada, for in- 
stance, have in recent years been making an unusual con- 
tribution to this country’s export trade and whatever en- 
couragement can be given to increase still further the 
production of gold for export is a contribution towards the 
Empire’s war effort. It is estimated that scattered through- 
out British Columbia, Manitoba, Ontario and Quebec there 
are at least a hundred gold mines whose margin of profit 
is so low that it is not in the interests of the companies 
concerned to attempt to continue operations. As pointed 
out by the Hon. Mr. Ilsley who sponsored the bill in par- 
liament, it is realized that in the mining industry there are 
mines that can look forward to a profitable future even 
with a low rate of profit per ton while in other cases a much 
higher rate of profit may not be sufficient to justify con- 
tinuing operations. 

Section 6 of the Act, then, is designed to offer some 
concessions to companies on the margin of production by 
means of contract or agreement, rather than through gen- 
eral legislation which would provide benefits to companies 
not entitled to them. The government has made it clear 
that under this Act two classes of assistance only are con- 
templated—one being increased depreciation or depletion 
allowance and the other tax credits which would be pro- 
portional to the exchange produced. There is no intention 
of contributing directly to the financing of these companies; 
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that is, there is to be no burden on the credit of the country 
on their behalf. Moreover, such concessions as are made 
under the legislation will be fully reported to parliament. 

Since the passage of this legislation many companies in 
the export business will be wondering if its provisions apply 
in their case.* The Ontario Mining Association is to be 
commended for the prompt action taken in tendering advice 
to its members. Possibly other associations have done like- 
wise. At any rate a few days following the passage of the 
Act, the Secretary of that Association kindly sent us a 
copy of the communication which he had despatched to 
the members of his association giving particulars of the 
measure and its purpose, and suggesting also to them that 
“no application be filed until the position of each company 
has been carefully analyzed to see what the company can 
offer for some concession to the government.” Such advice 
will go far to check unnecessary applications and incomplete 
information being sent to the government when all depart- 
ments of the administration at Ottawa are experiencing ex- 
tremely busy days—as well as nights. 


An urgent appeal has gone out from the Do- 
War minion War Savings Committee to every em- 
Savings ployer to encourage employees throughout our 

land to contribute every possible dollar to the 
nation’s war effort. The appeal is also to every employee 
to save and to lend to our country because by so doing the 
workers of Canada are helping not only to build planes 
and ships and to furnish guns and ammunition but are 
building a cash reserve for themselves and for their families 
for “after the war” period. Another important reason for 
this saving is that every dollar spent unnecessarily only 
serves to take people and machines away from war produc- 
tion and thus help the enemy. In our last month’s issue, 
Professor McQueen in a forceful article, which was quoted 
in the public press, told us what all Canadians need to 





*We refer readers to Mr. Mackenzie’s article in our December 
issue on the operations of the Foreign Exchange Control Board. As 
mentioned there, the Minister of Finance in his budget speech of 24th 
June last, pointed out that “a very large proportion of the surplus 
sterling exchange which we obtain and which formerly we were able 
to convert into United States dollars in order to meet any adverse 
balance of payments with that country can no longer be converted.” 
The major object of this provision, then, is to accumulate United 
States dollars or other hard currency; it is not particularly applicable 
to exporters to countries in the sterling bloc. 
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know—that we in this country had not yet begun to realize 
that the slogan of the day should be “guns or butter?” 


According to the War Savings Committee it is impera- 
tive that $10,000,000 every month be saved from the pay 
envelopes of wage and salary earners and invested in war 
savings certificates. At present the savings amount to 
about one-quarter of this amount. The call goes out not 
only to those who are sharing in the $35,000,000 monthly 
addition to payroll earnings which has resulted from in- 
creased activity during the first year of war, but to every 
wage and salary earner in Canada. It is the “call to 
sacrifice.” 

Why are employers asked to help in this patriotic ap- 
peal? The committee gives three reasons—(1) Canada 
is at war—a war for survival as a nation. To carry on this 
life and death struggle our country requires a tremendous 
production of the sinews of war; (2) We must not allow 
our productive capacity to be diverted from our war effort 
by unnecessary spending; (3) To the greatest possible ex- 
tent, employees must be protected against upsetting post- 
war reedjustments. 

Employers need to realize that on them rests a grave 
responsibility and that the leadership in their organizations 
must come from them. This obligation goes further; the 
government is counting on such leadership and asks that 
those in charge of the nation’s departments of industry con- 
sider this as part of their contribution to our struggle 
for the maintenance of those liberties dearly bought by 
the blood of our ancestors. 

Nothing is more vital to the successful prosecution of 
our war effort than the mobilization of the nation’s sav- 
ings. It is a gigantic task, but it must be done; we must 
not fail. In the fulfillment of this obligation Canada is 
relying on employers and employees to do their utmost. 
To all this we can only add those stirring words of Prime 
Minister Churchill spoken at Manchester just a year ago: 
“Come then, let us to the task, to the battle and the toil. 
Each to our part, each to our station. Fill the armies, rule 
the air, pour out the munitions, strangle the U-boats, sweep 
the mines, plow the land, build the ships, guard the streets, 
succour the wounded, uplift the downcast, and honour the 
brave. Let us go forward together—there is not a week, 
nor a day, nor an hour to be lost.” 

The duty of each of us is clear! 
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Since our last issue went to press the profes- 
Former sion has suffered the loss of four distinguished 
President members—J. Arthur LaRue, Hon. Gordon 
Passes Scott, James B. Sutherland, and William D. 

Taylor—to all of whom tribute is paid in the 
obituary column this month. Mr. Sutherland is a former 
President of our Association and we take this opportunity 
of adding a few words of appreciation of the life and work 
of one who in 1924-25 filled with distinction the highest 
office of the profession in Canada. 

Mr. Sutherland was a resident of Calgary for some 
years and to him belongs the honour of being one of the 
incorporators of the Alberta Institute in 1910. All members 
who qualified from that Institute during the years of his 
residence in Alberta will remember him chiefly for his lec- 
tures in accounting, carefully prepared and sound in subject 
matter. He had the faculty of expressing himself clearly 
and concisely, and in this respect, we recall, was compli- 
mented by the presiding judge on a court case in which he 
had been called to give expert evidence. 

The late Mr. Sutherland was a man of exceptional 
qualities, honourable and sincere. ‘Calm in debate, always 
just, and able to see both sides of a question, with tact and 
unerring judgment he brought reason alone to the solution 
of a problem.”* His contribution to the profession in Canada 
was notable, but his interests reached outside and he held 
office in numerous public capacities where his judgment and 
experience were invaluable. Always an advocate of the 
chartered accountant taking a more active part in public 
affairs and in industry—and that was the tenor of his ad- 
dress as President at the annual meeting of the Association 
in September 1925*—it must have been with a considerable 
degree of satisfaction that in recent years he saw the ful- 
fillment of his hopes through the appointment of members 
to prominent executive positions in industrial corporations 
and to responsible administrative posts in government. 





1 We are privileged to quote from the tribute inscribed in the 
minutes of Council of the Manitoba Institute. 

2 His address is published at pp. 130-136 of the November, 1925, 
issue of The Canadian Chartered Accountant, 
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The Dominion Association of Chartered Accountants 


Former President Passes 





THE LATE JAMES B. SUTHERLAND, F.C.A. 


Mr. Sutherland was President of The Dominion Association of 
Chartered Accountants in 1924-25. Victim of an unfortunate auto- 
mobile accident in Winnipeg on the morning of 28th November, he 
passed away the same afternoon without gaining consciousness. 
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INVENTORY VALUATION 
The Effect on Earnings of the Inclusion of Factory Overhead 
Costs in Determining Inventory Values 
By J. R. Wilson, Chartered Accountant, 
Toronto 


— accountant knows that finished goods are usual- 

ly valued in a company’s balance sheet at their “factory 
door” cost, subject of course to any necessary deductions 
such as those for obsolescence and lower replacement cost; 
that the “factory door” cost of each unit is determined from 
cost records or estimates; and that it usually includes three 
main elements—material, direct labour and factory over- 
head. Some businesses, it is true, make no allowance in 
their costs for factory overhead but these form the excep- 
tion to general practice and with them this article is not 
concerned. 


But even accountants are liable to forget that the value 
placed on an inventory represents that part of the total 
amount expended for materials, labour and overhead during 
a year which is not chargeable against the year’s opera- 
tions. Inventories are usually prepared to show quantity, 
unit price (cost) and value of each item and are seldom 
analyzed as to the constituent factors comprising the costs. 
If the total cost of an inventory of finished goods of, say, 
$75,000 was analyzed as to its constituent factors, it might 
appear somewhat as follows: 

Materials—The cost of raw materials entering into the 

production of these finished goods .............. $27,000 
Labour—Wages paid to employees working directly on 

the above materials in order to fabricate these 

ee ICI eee ee Te 21,000 
Factory overhead—The estimated share of factory 


overhead expense applicable to these finished 
NN isin 5 6 a 50 en a Ca CURSES UE bSe eens 27,000 





Total cost of finished goods inventory .............. $ 75,000 








Any factor determining inventory values has an effect 
on the earnings of a business and the allowance for factory 
overhead is no exception. The other components of total 
factory cost—material and labour—vary more directly, and 
frequently almost equally, with variations in the volume of 
production. For example, an increase of 20% in the quan- 
tity of goods produced will usually result in an increase 
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of approximately 20% in the total expenditure for raw 
materials and labour. Factory overhead expenses, however, 
would seldom vary by this amount as some of the expenses 
are constant irrespective of production (e.g. real estate 
taxes and depreciation), while others vary with production 
but not to the same extent. 

Because of this relative rigidity of factory overhead 
expense, unit costs decrease when production is increased 
and conversely costs increase when production is decreased. 
From this the following propositions might be developed: 

(1) When production is less than sales (and as a result 
the closing inventory is less than the opening 
inventory) the production cost per unit will be 
greater than if production had been equal to 
sales. 

(2) Conversely, when more goods are produced than are 
sold (and as a result the closing inventory is 
greater than the opening inventory) the produc- 
tion cost per unit will be less than if production 
just equalled sales. 

(3) Production costs are reflected in the cost of sales, 
and so as a corollary to the above two proposi- 
tions it follows that, assuming constant sales, 
the cost of sales per unit is increased if the 
inventory is reduced and decreased if the inven- 
tory is increased; that is, earnings are penalized 
when production is smaller than sales and 
bonused when production is larger than sales. 

These propositions can most easily be understood by 
taking a specific example. As the manner in which over- 
head costs are applied to specific articles has no bearing 
on the point under discussion, an example is taken of a 
company manufacturing only one product which includes 
in its costs the actual' factory overhead cost per unit dur- 





1Accountants and business men have taken cognizance of the 
fact that overhead per unit increases with decreasing production and 
as a result overhead is sometimes applied in costs at a standard rate 
based on “normal” factory operations. The use of “normal” factory 
overhead expense tends towards more conservative costs for balance 
sheet purposes in that an increased value is not shown solely because 
of sub-normal production. It does not, however, affect the propositions 
previously developed since the application of a normal rate of over- 
head increases the effect on earnings of excess or inadequate produc- 
tion. Accordingly, throughout this article total production costs are 
arrived at on the basis of actual factory overhead per unit rather 


than normal. 
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ing the year. 


1939 was as follows: 


Sales (1,000,000 units) 


Less Cost of sales: 


Opening inventory (300,000 units) 


Cost of goods manufactured (1,000,000 


units) 


Less closing inventory (300,000 units) . 


Gross profit 
Selling and administrative expense 


Net profit 


$325,000 
- 75,000 


a 


The cost of goods manufactured comprised: 


Material 
Labour 


Total 
(as above) $250,000 or 


eee eene 











$100,000 or 10c per unit 
60,000 or 6e¢ per unit 
90,000 or 9c per unit 


25e per unit 


$ 75,000 
250,000 


Its trading and profit and loss account for 


$350,000 


250,000 





$100,000 
80,000 


$ 20,000 


Suppose that instead of producing the 1,000,000 articles 
which it sold, the company had produced (a) 800,000 or (b) 
Presumably material and labour costs 
per unit might have been the same. Overhead would, how- 
ever, have varied because of the fixed and semi-fixed na- 
ture of many of the charges. 

A comparison of the actual overhead for producing 
1,000,000 units with what the overhead might have been 
based on a production of 800,000 units or 1,200,000 units 


1,200,000 articles. 


follows: 


Indirect labour 


Salaries 


POWGS? .6655% 
Insurance 


Repairs—buildings .......... 
Repairs—machinery ........ 
Depreciation—building ...... 
Depreciation—machinery .... 


Sundry 


Overhead per unit 


800,000 
units 
$26,000 

15,000 
9,000 
3,800 
2,000 
4,000 
6,000 

15,000 
2,700 





$83,500 





10.4¢ 


1,000,000 
units 
$30,000 

15,000 
10,000 
4,000 

2,000 
5,000 
6,000 
15,000 
3,000 





$90,000 





9c 


1,200,000 
units 
$34,000 

15,000 
11,000 

4,200 
2,000 
6,000 
6,000 
15,000 
3,300 


$96,500 





8c 


If, then, production had been 800,000 units instead of 
1,000,000 units, as was actually the case, the cost of goods 
maufactured would have been increased by 1.4c per unit. 
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If production had been 1,200,000 units, the cost of goods 
manufactured would have been reduced by lc per unit. The 
effect on the company’s earnings due to variations in pro- 
duction will be seen in the following comparative state- 


ments: 
Cost of Goods Manufactured 
Based on production of 
800,000 1,000,000 1,200,000 
Per unit units units units 
DEE, Sacto canes 10.0c 10.0¢ 10.0¢ 
SEIT iodo Sets wise kia 6.0 6.0 6.0 
SOPINOARL 5 oes cow wee 10.4 9.0 8.0 
26.4¢ 25.0c 24.0c 
Total 
RINSED: 555 os bec 8 See $ 80,000 $100,000 $120,000 
1 ye Ee Serre ar errces 48,000 60,000 72,000 
eR sb cc een ay see 83,500 90,000 96,500 
SUL soso enw asSewace $211,500 $250,000 $288,500 
Trading and Profit and Loss Account 
Based on production of 
800,000 1,000,000 1,200,000 
Units: units units units 
Opening inventory ......... 300,000 300,000 300,000 
PRORORAON oes e5 hos. ccsues 800,000 . 1,000,000 1,200,000 
1,100,000 1,300.000 1,500,000 
Less Closing inventory .... 100,000 300,000 500,000 
eS 1,000,000 1,000,000 1,000,000 
Value: 


EE sero rekks base essen $350,000 $350,000 $350,000 


Less Cost of sales: 


Opening inventory ...... $ 75,000 $ 75,000 $ 75,000 
Cost of goods manufac- 
tured (as above) ..... 211,500 250,000 288,500 


$286,500 $325,000 $363,500 
Less Closing inventory .. 26,400 75,000 120,000 


$260,100 $250,000 $243,500 


BME NE OS ca sabes eee eoeseuse $ 89,900 $100,000 $106,500 
Less Selling and administra- 
tive expenses ............ 80,000 80,000 80,000 


Net profit betvre income taxes $ 9,9002 $ 20,000 $ 26,500 





2As previously noted, if the allowance for factory overhead was 
reduced to a normal cost based on a larger production, the profit of 
$9,900 on a production of 800,000 units would be reduced. 
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It will be noted that while in fact the company had a 
profit of $20,000 on its year’s operations (as its production 
of 1,000,000 units exactly equalled its sales) it would have 
had a profit of only $9,900 if it had restricted its production 
to 800,000 units and it would have reported a profit of 
$26,500 if its production had been 1,200,000 units. 


The mathematical explanation for this can be readily 
seen by analyzing the constituent factors comprising the 
closing inventories. 











Production: 800,000 units 1,000,000 units 1,200,000 units 
Closing inventory: 100,000 units 300,000 units 500,000 units 
Material ..... $10,000 $30,000 $50,000 
WARGS. 2.2005 6,000 18,000 30,000 
Overhead .... 10,400 27,000 40,000 

$26,400 $75,000 $120,000 

















It will be noted that on a production of 1,200,000 units 
$40,000 of factory overhead has been deferred in inventory 
values whereas on a production of 800,000 units only $10,400 
was deferred, a difference of $29,600. The table of com- 
parative overhead costs, however, shows that the increased 
cost of producing the additional 400,000 units was only 
$13,000 ($96,500 minus $83,500). In other words, while it 
costs only $13,000 more to produce the additional 400,000 
units, the company took credit through its inventory values 
for $29,600 more, a net difference of $16,600. This of 
course is the difference between the profit of $9,900 and the 
profit of $26,500. 


But, however correct the mathematical calculations may 
be, the results are not consistent with the accounting prin- 
ciple that profits are realized from sales, not from produc- 
tion. Nor are they consistent with common sense. Such 
accounting practice may result in very misleading inferences 
being drawn. Suppose, for instance, that the examples 
shown represented the results of operations over three suc- 
cessive years and that the company’s production had been 
1,200,000 units in the first year, 1,000,000 units in the 
second year and 800,000 units in the third year. We know 
that in fact the company sold the same quantity of goods 
for the same price and that its costs were constant through- 
out the period but its shareholders would see the following 
picture: 
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Sales Profits 
IN as 6. 4:sas ae ew. $350,000 $26,500 
een SOB oo cs kk xsuw'c 350,000 20,000 
ean AOE. SinG kab osaexe 350,000 9,900 


Who could expect a shareholder not to draw an obvious con- 
clusion from such figures, particularly if a qualified account- 
ant certified to each statement that it had been prepared “in 
accordance with accepted principles of accounting and on a 
basis consistent with the preceding year”? 

The variations between production and sales in the above 
examples are naturally larger than will usually be found, 
but they are by no means impossible. If for example a 
factory normally shut down for six or eight weeks either 
just before or just after its year-end, it is easy to see how 
a similar condition to that illustrated could develop. If the 
management chose to defer the shut down until after the 
year-end, the company’s earnings will be increased; if the 
shut down takes place prior to the year-end the earnings 
will be decreased. In the case of a seasonal business, the 
effect of this factor on the monthly statement of earnings 
may be even more pronounced than in the example shown, 
particularly so when overhead is applied on a normal or 
average basis. 

It is submitted that while the present accepted method 
of including factory overhead costs may result in a reason- 
able basis of inventory valuation for balance sheet purposes, 
it is not necessarily consistent with a proper basis of valu- 
ation from the standpoint of earnings. Some day the ac- 
counting profession may resolve this and other conflicts 
which arise between the balance sheet and the profit and loss 
account by adopting the concept of a valuation surplus (as 
distinct from an “earned” surplus) which will reflect in- 
creases or decreases in the value of current assets which 
should not properly be shown as earnings for the year or as 
adjustments to earnings of previous years.’ In the absence 
of such a valuation surplus some companies, to correct their 
earnings statements, have excluded from costs (for inven- 
tory purposes) either all factory overhead or that portion 
which represents fixed charges. This of course creates a 
hidden asset but then there are many hidden assets in most 





8Such a “valuation” surplus might also include (a) the difference 
between the value of an inventory priced on the “first-in, last-out” basis 
and its fair realizable value, and (b) the difference between market 
value and cost of investments. 
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companies’ balance sheets. Almost every company blithely 
writes off to expense at the year-end advertising and other 
promotion expense incurred for the benefit of the succeeding 
year and auditors applaud such conservatism. The reduc- 
tion of inventory values by the exclusion of all or part of 
factory overhead expense need not therefore be too alarm- 
ing. The new business which would be penalized in its first 
year of operations by such a practice could carry the por- 
tion of its factory overhead applicable to the year-end 
inventory as a deferred asset—to be carried as such in- 
definitely or written off in future years when accumulated 
earnings provide an available surplus. 

Most businesses, however, will probably continue to in- 
clude factory overhead in determining inventory values and 
in such cases auditors should note the effect that changes 
in inventory quantities can have on earnings as a result of 
this practice. Fortunately, in most cases, inventory quan- 
tities do not vary sufficiently from one year-end to another 
to make any substantial difference in profits. When there 
is a marked variation in inventory quantities between the 
beginning and the end of a company’s fiscal year, the effect 
on profits should be calculated and consideration given as 
to whether this should not be reflected in the valuation of 
the inventory so as not to distort the real earnings of the 
business. 
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PROBLEMS OF COSTING AIRCRAFT PRODUCTION* 


By D. R. Patton, Chartered Accountant, 
Montreal 


_ Canadian aircraft industry during the past year has 
been raised suddenly from the status of a group of 
struggling pioneers to an association which is of important 
and rapidly increasing proportions. Problems of rapid ex- 
pansion have had to be dealt with and without a doubt 
wonderful progress has been made in overcoming the many 
difficulties naturally encountered — difficulties particularly 
of machinery, patterns, tooling, and the rapid supply of 
material and labour. The industry has had a year of record 
achievement and its contribution to the success of the Em- 
pire’s war effort will from now on be making itself known 
in no uncertain manner. 

Aircraft Costs—It is not my intention to attempt to 
outline a system for costing aircraft production, but rather 
to discuss with you some of the many problems encountered 
in determining those costs, to consider alternative solu- 
tions, and to discuss briefly some of the plans that have 
been adopted. No great attention will be given to routine 
but our discussion will be confined as much as possible to 
principles and general problems with such occasional elabor- 
ation as may appear necessary. 

Type of Cost System—tThe first and the most important 
problem on which decision must be made is the extent of 
cost information which shall be made available, and hence 
the type of cost system which should be adopted. We might 
consider three general plans: 

1. Determination of the cost of each individual part, 
building up such costs progressively into detailed costs of 
(a) sub-assemblies, (b) major assemblies, (c) assembly 
groups or components, and (d) individual finished planes. 

2. Determination of the cost of finished planes or groups 
of finished planes, in total without further analysis. 





*We are indebted to Mr. Patton for this article which he presented 
in the form of an address at a combined meeting of the Hamilton, 
Toronto, Niagara and Kitchener chapters of The Canadian Society of 
Cost Accountants and Industrial Engineers. Mr. Patton is President 
of that Society for 1940-41. 
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3. Combination, in some manner, of plans 1 and 2. 
Brief comment might be made in respect of these three 
alternatives. 

Plan No. 1—The cost information under this plan would 
show more detailed analysis and should prove more accur- 
ate. The cost work involved would be extensive but might 
well be justified by the details made available. This plan 
has already been adopted by some, at least, of the Canadian 
manufacturers of aircraft. 

Plan No. 2—It is doubtful whether the results under the 
second plan would be sufficiently informative to meet the 
requirements of the producer. 


Plan No. 3—A middle course might be adopted which 
would embrace certain features of plan No. 1 but which 
would not go so far as to build up the cost of the finished 
plane on the basis of the cost of each individual part. 


We might consider briefly the general principles of a 
plan falling in this classification. This plan would aim, 
primarily, at the determination, as a part of the normal 
accounting procedure, of the cost of major assemblies and 
subsequently completed planes by release groups, with de- 
tailed information available through subsequent analyses, 
as may be considered advisable. 


We will presume that tabulating machines are available 
and provide, through the medium of its punched cards and 
summaries, the necessary tabulation and recording of in- 
formation. 

More specifically, the primary object of this system 
would be the determination as normal procedure of the 
cost of each major assembly in total for each release of planes. 
The cost of these major assemblies would be summarized 
under about seven groups or components which we might 
call the wing, empennage, body, power plant, fixed equip- 
ment, armament, and miscellaneous equipment group. The 
cost of these groups would in turn be summarized to give 
the total cost of each release of finished planes. 


In addition to the cost of assemblies, costs of parts and 
special jobs would be determined in the following cases: 


(a) Expense parts — Cost of minor inexpensive parts 
used in various phases of plane construction, in small or 
indeterminate quantities, would be accumulated in total 
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under a separate inclusive order number under the general 
heading of factory supplies. 

(b) Finished parts—More senior parts which at the time 
of fabrication cannot be allocated to releases would be 
manufactured and costed on separate properly numbered 
production orders and transferred on completion to finished 
parts stores. Issue would be made on a subsequent pro- 
duction order and charged at the determined cost price. 

(c) Spare parts—Sufficient quantities of certain parts 
might be manufactured at one time for all plane releases 
together with an additional number to take care of subse- 
quent spoilage, repair orders, etc. In these cases, an addi- 
tional designation would be made for the spare parts, as 
an extra release, and parts would be costed in the regular 
way and transferred to finished parts stores. 

(d) Repair orders—Special orders would be issued and 
costs determined separately for repair orders. 

Behind these primary costs of major assemblies, in- 
formation would be available on the tabulating cards where- 
by, through division in accordance with an analytical num- 
bering system, the cost of minor assemblies and of individ- 
ual parts might be established as and when required. 

In addition to, or in place of,-this secondary analysis 
it might be found advisable to build up in the cost depart- 
ment an independent record of the cost of all parts manufac- 
tured in the regular process of plane production. This 
record might or might not be controlled by the assembly 
cost summarizing sheets. The information thus obtained 
would be of particular value in providing costs on which 
prices for spare parts, repair orders, etc. might be based. 

The Problem of Numbering—tThe efficient accumulation 
of part and assembly costs depends to a marked degree on 
the effectiveness of the numbering system adopted. Every 
part and every assembly would have its proper designa- 
tion and no work might be undertaken without an order 
bearing the required number. The number 12 — 960F — 
315-2 would be built up as follows: 

Prefix 12—To designate the particular project; 

Basic account number 960—To designate the group and 

major assembly ; 

Release letter F—To designate the plane release; 
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Suffix 315-2—To designate the particular minor assem- 

bly and part. 

The number designation would permit effective sorting, 
tabulating and summarizing of cards, and would permit 
accumulation of costs as above, (a) primarily by major 
assembly and release groups, (b) secondarily by minor as- 
semblies and individual parts. 

All numbered parts would, of course, build up into com- 
plete finished planes. 

Production orders, numbered as above would contain a 
full bill of materials—(a) raw materials, (b) finished parts, 
or (c) expense parts, and would be prepared in accordance 
with the specifications of the aircraft. 

Production Control—“Production control” would be re- 
sponsible for planning production, for issuing production 
orders, for instituting operations after advice that materials 
and machines are available, and for routing and control of 
such production throughout the plant. 

Separate production orders would be issued for each 
assembly or part, in release quantities; e.g., if sufficient 
number of parts 315-2 were to be made up for three re- 
leases of planes, three production orders would be necessary. 

Material Control—“Material control” would be respon- 
sible for procuring all materials used in production and the 
maintenance of an accurate quantitative materials inven- 
tory record. 

Requests for purchase orders would be issued by that 
department and, on advice that a purchase order has been 
issued, notation would be made on materials ordered card. 
When materials are received notation would be made on 
this card and on supplementary stores inventory card. The 
problem of entering materials promptly when unpacking 
or inspection is delayed might be overcome by special “ad- 
vance” notification from the receiving department. 

The problem of materials inventory brings out the im- 
practicability of periodical total physical inventories and the 
more effective control through the substitution of continu- 
ous inventory verification by an inspection official or crew. 

Prior to the issue of production orders verification would 
be made that materials are available. These materials 
should at that time be “reserved” by notation in additional 
columns on the material cards. 
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Materials issued would be properly recorded on the cards 
and the balances on hand extended. 

A materials price record should be maintained, prob- 
ably as a separate unit, and prices extended at inventory 
dates to the balances appearing on the quantitative cards. 
The price record might also be necessary to compile com- 
parative prices at basic dates where production contracts 
contain escalator clauses. The problem of pricing involves 
particular care in determining the basis of the price to be 
used, (a) whether inward freight is to be added, (b) 
whether a standard price or the fixed price at escalator date 
would be feasible, diverting differences to a variance or 
price variance account, etc. 

Completed production orders bearing particulars of ma- 
terials would be forwarded to the tabulating department 
and material cards prepared for each number. 


Payment and Distribution of Labour 


Payroll—Total labour time would be recorded on the 
clock cards, which would be checked each day with work- 
men’s daily distribution records. Tabulating machine cards 
would record the weekly hours and wages, and would be 
used for preparation of the weekly payroll. 

The problem of payroll preparation tends, at present, 
to grow larger, even if payment is made on an hourly basis, 
for proper adjustment must be made for overtime and for 
deductions on account of group insurance, national defence 
tax, wage board levies, and for employees’ contributions 
for Red Cross and for War Savings Certificates. 

The problem of efficient payment to workmen might be 
met somewhat as follows:—Duplicates of the weekly tabu- 
lating machine wage cards would be prepared and dis- 
tributed to the men on the morning of the weekly payment. 
Later in the day the paymaster would attend in each de- 
partment, would pass out the wage envelopes on identifica- 
tion of the employee and receipt of his card properly signed. 

Labour Distribution — The problem of distrbution of 
the workmen’s time is somewhat more serious. Daily tab- 
ulating machine cards bearing each man’s name only might 
be distributed each morning to the timekeepers. A signal 
flag system might be adopted. When the worker nears 
the end of his present job he would raise the signal flag 
on his bench, the timekeeper would attend and record the 
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time on the man’s daily card against the production order 
number completed and the new one being started. The 
workman’s daily cards would be turned into the factory 
office and, after checking with the time records, would be 
forwarded to the machine tabulating department where 
cards would be prepared for each man’s time on each job. 

Overhead—tThe recording of applied overhead offers no 
particular problem as, if distribution is made on the basis 
of labour cost or hours, it can be contained on the same 
cards and summaries as labour. Several other problems, 
however, do arise, e.g., 

(a) Should manufacturing expense be distributed 
separately or should it be included with administrative and 
general overhead? If the latter, what adjustment should 
be made in inventories at the end of the fiscal period? 

(b) Should selling expenses and financial charges be 
included and distributed with administrative expense? 

(c) Should the same basis and rates of distribution pre- 
vail for all departments ? 

(d) Should rates be fixed for a half year or a year in 
advance or should they be adjusted monthly? 

(e) What provision for depreciation should be made in 
view of the specialized plant and equipment necessary, and 
in view of the indefinite term of life? 

(f) What provision should be made for writing off pre- 
liminary expenditures on account of development, engineer- 
ing, rights, organization, etc.? 

Summaries — Summaries of information of material, 
labour and overhead costs, divided by major assemblies and 
by releases, compiled from the details tabulated by the ma- 
chine, should be supplied promptly to the cost department. 
The information so reported would be recorded by the cost 
department on the assembly cost records, giving a weekly 
and accumulated cost of each such assembly. These would, 
in turn, be continuously summarized to give (a) total cost 
of each release of planes, weekly, and accumulation to date, 
and (b) comparative cost of each assembly for each release 
for the entire project. These would be reconciled monthly 
with the respective work-in-process accounts. Weekly 
summaries of material, labour, and overhead by part num- 
bers should also be supplied by the tabulating department 
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where a parts cost record is being maintained by the cost 
department. 


Control by the General Accounts 


Certain problems will be encountered when considera- 
tion is given to the system of control by the general ledger. 
We must decide first whether the cost records should tie 
in with and be controlled by accounts on the general ledger. 
If it is decided that such control should exist, the follow- 
ing problems remain: 

(a) Should control accounts include materials, finished 
parts, spare parts, etc. as well as work-in-process? 

(b) What further division of these total control ac- 
accounts should be made? 

(c) Should the control accounts appear on the general 
ledger or on a separate factory ledger controlled by the 
general ledger? 

(d) Should details of manufacturing expense and gen- 
eral overhead appear on a subsidiary ledger and controls 
only on the general ledger? 

(e) Should a plant ledger be established to record the 
details of plant and equipment and accumulating deprecia- 
tion? E 

Statements 

The particular problem in respect of the operating and 
financial statements is their early completion and presen- 
tation to the executive. The information may be presented 
in good form but if it is late, it loses much of its value. 

Reports 

Certain reports must of necessity be prepared at regular 
intervals; e.g., reports of progress for payment claims, 
budgets of expenditure, and periodic cash statements. In 
addition to these a definite plan of weekly and monthly cost 
and production reports should be drawn up so that the in- 
formation essential to control and management may be pre- 
pared and presented to tne proper officials by the cost and 
accounting departments as a matter of routine. 

The greater part of the labour necessary for the accumu- 
lation of the various summaries would have been expended 
when the various details have been tabulated, posted, and 
placed on file, but this information would be of relatively 
small value if not carried beyond that point. 
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THE REPORT OF THE SIROIS COMMISSION* 
By Professor J. A. Corry, Kingston, Ontario 
II 


A previous article dealt with the causes of the unhappy 
condition of the Canadian federation as analyzed by the 
Commission. The Commission concluded that the causes are 
deep-seated and call for major readjustments. The break- 
down of the constitutional and financial settlement made 
at Confederation makes necessary some re-allocation of 
governmental responsibilities and revenue sources between 
the Dominion and the provinces. The plan for achieving a 
new balance between public revenues and public responsi- 
bilities at the different levels of government will be dis- 
cussed in this and a concluding article. 

The recommendations of the Commission are set out in 
Book II of the Report. They are many and they touch almost 
every aspect of Dominion-provincial relations. Some are 
of major importance and others are of lesser importance. 
Despite this scope and variety, the Commissioners urge that 
all the major recommendations and many of the minor ones 
must be regarded as a single, closely-related plan which 
must be taken as a whole if the desired results are to be 
achieved. The regimen prescribed is table d’héte and not a la 
carte. Some of the trimmings may be superfluous but the 
chefs insist that the wholesome balance desired can only be 
secured by taking all the main courses on the bill of fare. 
They decline all responsibility if the Canadian people de- 
cide to pick and choose among the leading recommendations. 

In fact, Book I is a warning against short views and 
half-measures. A constantly recurring expression in the 
Commission’s analysis of Canadian development is the word 
“integration.” Seventy years of political union has resulted 
in economic and social integration on a continental scale. 
What happens to people in one part of the country depends 
greatly on what is happening in other parts of the country. 
When the income of the wheat farmer falls, industrial 
workers in eastern Canada, fruit growers in British Colum- 
bia and bondholders everywhere suffer a shock. There is 





*This is the second of three articles on this subject by Mr. Corry, 
who is Professor of Political Science at Queen’s University. The first 
appeared in our December issue; the third will be published in the 
February number. 
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no need to emphasize this after what has taken place be- 
fore our eyes in the last ten years. Two other facts, how- 
ever, are not always as clearly appreciated. First, the effect 
of government intervention in particular industries or in 
some particular aspect of this integrated system are almost 
never confined to the point of original impact. They are 
distributed widely because everything is related to every- 
thing else. Second, because of the extensive governmental 
regulation of economic matters and the high proportion of 
the national income now spent by governments even in 
peacetime, government action and policy have a profound 
effect upon the economic and social structure. 

That is to say, it is impossible to make any consider- 
able change in constitutional or public finance relationships 
without setting a long chain of events in motion. Therefore, 
the Commissioners could not perform their duty under 
their terms of reference by merely considering adjustments 
between governments. They had to estimate the probable 
effect of every proposal on the country as a whole. They 
had to decide on the objectives at which they should aim in 
framing their recommendations. They themselves state 
their objectives in the broadest terms. In framing their 
proposals, they sought a redistribution of -governmental re- 
sponsibilities and revenue sources which would, in their 
opinion, best promote economic efficiency, maximize the 
national income and raise the level of social well-being. As 
soon as this objective was chosen, it became inevitable that 
the leading recommendations should be codrdinated into a 
single plan where they stand or fall together. 

No one is likely to quarrel with the broad objectives 
selected by the Commission. Everyone, of course, is en- 
titled to object that the means chosen will not, in practice, 
promote the ends in view. Nothing is more desirable than 
widespread debate on this issue. In an intelligent democ- 
racy, there is nothing sacrosanct about the opinions of any 
four men on how to promote the national welfare. But 
there can be no debate at all unless the challenge is made 
on this broad ground and in the light of the facts the Com- 
mission has gathered. It is no answer to the proposals of 
the Commission to say that they reduce provincial 
autonomy, that they are not in the interest of a particular 
province or that they involve undesirable centralization. 
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Each of these points is an important element in the national 
welfare. But each must be set off against a great many 
other factors before any balance can be struck. The Fathers 
of Confederation set out to make a nation. At this crisis 
in our history, when circumstances beyond our control 
compel the revision of their handiwork, we must not be in- 
fluenced by interests narrower than those of the nation 
they created. The claim of any person to be heard in this 
debate depends on the interests to which he appeals and the 
degree of knowledge he exhibits about the seriousness of 
the national predicament. 


The Proposals 


In what the Conimission calls Plan I, they set forth the 
proposals which bear directly on public finance. The plan 
comprises four principal and far-reaching recommendations. 
First, it is proposed that full financial and administrative 
responsibility for unemployment relief should be shifted 
from the municipalities and provinces to the Dominion. 
Secondly, it is recommended that the public debt of the 
provinces should be assumed by the Dominion. Thirdly, 
it is recommended that the provinces relinquish personal in- 
come tax, corporation tax and succession duties to the 
Dominion and that the present system—or rather, present 
chaos—of federal subsidies and grants to the provinces 
be abolished. Fourthly, those provincial governments 
which still have a gap between income and outgo after 
these adjustments are made should receive an annual 


‘national adjustment grant from the Dominion, the amount 


to be determined by reference to certain criteria. 

The Commission also discusses another possible attack 
on the financial problem which they call Plan II. In sub- 
stance, it consists of the first proposal in Plan I. Plan II, 
however, is not recommended as an alternative. It is dis- 
cussed mainly to show its inadequacy and to drive home a 
number of arguments in favour of Plan I. It need not be 
discussed here. But each proposal in Plan I requires de- 
tailed consideration. 


Dominion to be Responsible for Unemployment Relief 


The burden of supporting the unemployed has broken 
many urban municipalities and contributed greatly to the 
financial distress of provincial governments. Dominion 
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assumption of this burden would make it possible to ease 
municipal taxation on real estate and would enable both 
provinces and municipalities to pay more attention to im- 
portant services which have been skimped in recent years. 
The revenue systems of the provinces and municipalities 
are not flexible enough to adjust themselves to the wide 
fluctuations of relief expenditures. Moreover the incidence 
of depression in our complex economy is capricious. It falls 
with crushing weight on particular areas where the yield of 
revenue sources falls away as the need for relief expendi- 
tures shoots upward. One of the greatest defects of the 
present system is the unequal capacity of communities to 
carry the burden. The Dominion revenue system, with its 
greater flexibility and range, is better suited to absorb 
these fluctuating expenditures and to spread the social costs 
of unemployment over the entire country. 

Objection may be taken to the principle of taxing for- 
tunate communities for the relief of distant distressed 
communities. But, on the Commission’s analysis of the 
Canadian economy, there can be no escape, in practice, 
from loading a great part of the relief burden of a major 
depression on the Dominion. The only question is whether 
it should be done haphazardly and circuitously with a maxi- 
mum of political friction, as in the last ten years, or by an 
orderly, accepted constitutional process. The Commission 
does not, however, rest its case upon necessity. It has 
other arguments in favour of making unemployment a 
national responsibility. 

Widespread unemployment today arises not from local 
but from national and international causes. The manifold 
evils which flow from it are, as we well know, national as 
well as local in their scope. Neither provinces nor muni- 
cipalities have either the constitutional powers or the 
territorial range of action necessary to exercise any signifi- 
cant control over its causes or the insidious spread of its 
consequences. The only government which can come to 
grips with these causes and consequences is the Dominion 
government. The Dominion, through its wide power of 
taxation and its control of tariff and monetary policy, can 
make some kind of an attack on the causes and do some- 
thing to mitigate the more far-reaching consequences. On 
the ground that responsibility ought to be lodged where 
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power resides, the Commission urges sole Dominion respon- 
sibility for unemployment relief and unemployment insur- 
ance. To supplement the powers the Dominion already 
possesses for attacking the unemployment problem, the 
Commission also recommends that it be given undivided 
control over the employment service. 

The contention is not that the Dominion will inevitably 
administer non-contributory unemployment assistance more 
efficiently and economically than the municipalities or the 
provinces. If this were the sole issue, there might be some- 
thing to be said for leaving matters as they are. The 
principal goal to be aimed at is not high-powered machinery 
for doling out millions to a great army of unemployed but 
rather the return of this army to productive employment. 
In the judgment of the Commission, the only government 
in Canada which can take effective steps toward this end 
is the Dominion government and it therefore should be 
saddled with undivided responsibility. 

These considerations do not apply at all to the relief of 
unemployables. The indigent poor, as the Scriptures remind 
us, are a constant social problem and not primarily an 
economic problem. Accordingly, the Commission con- 
cluded that local responsibility for their care should 
continue as before. So too the relief of a particularly pri- 
mary industry, such as wheat-farming, which is temporarily 
deranged by special circumstances, should remain a pro- 
vincial responsibility. It is recommended, however, that 
where the malady of such an industry is so serious as to 
overtax the resources of the province, an emergency grant 
should be made from the Dominion treasury. 

The relief of unemployment is the only really important 
provincial or municipal function which the Commission 
proposes to transfer to the Dominion. The provinces and 
the municipalities have extremely important roles to play 
in education and other fields of public welfare where they 
can turn in a better performance than could the Dominion. 
On this ground, despite the facts that the Dominion now 
pays 75% of the cost of old age pensions and that adminis- 
tration in some provinces has been far from satisfactory, 
administration of old age pensions is to remain with the 
provinces. The provinces also retain their functions in pub- 
lic health, in aid to needy mothers, neglected children and 
other classes of unfortunates. In all these fields, effective 
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administration must be tempered by local conditions and 
particular circumstances and informed by local knowledge. 
In the view of the Commission, it is a most fortunate cir- 
cumstance that unemployment, the heaviest provincial- 
municipal burden, is, at the same time, most susceptible to 
remedial action by the Dominion. 


Dominion to Assume Provincial Debts 

The second major financial recommendation is that the 
Dominion assume responsibility for the direct and guaran- 
teed debts of the provincial governments. In the case of 
Quebec where the provincial debt is relatively low due to 
the fact that many onerous public responsibilities in that 
province have been carried by the municipalities and not by 
the provincial government, the proposal is that the Do- 
minion take over 40% of the combined municipal-provincial 
debt. In so far as these provincial debts are directly repre- 
sented by productive investments, the provinces are to pay 
over annually to the Dominion a sum equal to the income 
derived from these investments. This sweeping proposal 
could not be made without some safeguard against the pro- 
vincial governments. The safeguard devised by the Com- 
mission will be discussed later. 

This drastic recommendation is supported by several 
considerations. As a matter of practical urgency, more than 
one provincial government are on the verge of default and 
some revision of their debt structure cannot be postponed. 
They must either have federal assistance or default. This 
predicament, of course, does not compel the assumption of 
all provincial debts. The principal arguments in favour of 
such a step are long-term considerations. The stronger 
credit position of the Dominion will make it possible to re- 
fund much of this debt at lower rates of interest. When 
the bulk of the governmental debt is administered by a 
single agency, it can choose the most appropriate moments 
for offering new securities to the public. (As it is, the ten 
governments have not been able to get a lasting agreement 
on the timing of their separate appeals to the moneylenders.) 
All necessary administration for servicing of the debt can be 
performed as a matter of routine by the Department of Fin- 
ance in Ottawa. The provinces, relieved of the uncontrol- 
lable expenditures for debt service, can turn their energies 
and resources to the functions which they are better fitted 
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to perform than the Dominion. The debt proposal takes 
account of both the special capacities and native limitations 
of Dominion and provincial governments. Furthermore, the 
principle of joining responsibility to power is again involved. 
A large portion of the provincial debts is payable in foreign 
currencies. The power to control the foreign exchange 
value of the Canadian currency rests with the Dominion. 
It is highly probable that, in the disturbed world of today, 
the federal government will find it expedient to alter that 
value for national purposes. Such action will automatically 
affect the debt burdens of provincial governments to a vary- 
ing extent. When national policy demands such action, the 
costs as well as the gains ought to be carried to the national 
account. It is worth recalling here what was said at the 
outset. Under the conditions of extensive government in- 
tervention in the integrated economy, everything is related 
to everything else. 

Another consideration weighed with the Commission. 
For a number of reasons which will be discussed below, they 
concluded that it is desirable that personal income tax, cor- 
poration tax and succession duties should be levied solely 
by the Dominion. But that step would not be practicable 
unless substantial provincial burdens were shifted at the 
same time. 


Provinces to Abandon Certain Sources of Tax Revenue 


Attention may now be given to the third financial pro- 
posal—the abandonment by the provinces of the personal 


income tax, corporation tax and succession duties. On the 


basis of its researches, the Commission is severely critical 
of the Canadian taxation system as a whole. In contrast to 
other developed countries, an unusually, if not uniquely, 
high proportion of Canadian taxes falls upon general con- 
sumption and upon the costs of industry. In the judgment 
of the Commission, these taxes on consumption depress the 
demand for goods and put a damper on production. Taxes 
which fall directly on the costs of industry have the same 
ultimate effect. They tend to submerge businesses operat- 
ing at the margin of profitability, reduce employment and 
lower the national income. If true, this is a matter of 
utmost seriousness. Canadians cannot afford to add un- 
necessarily to the burdens of raising the public revenues. 
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Present Taxation System Chaotic 


Space does not permit extended discussion of the Com- 
mission’s strictures on the chaotic taxation system. If any 
portions of the Report require—and deserve—careful read- 
ing, they are the portion of Book I which analyzes the taxa- 
tion system and the portion of Book II which states the case 
for transferring the three provincial taxes to the Dominion. 
All that can be done here is to give general indications of 
the grounds for this proposal. In condemning provincial 
exercise of these taxing powers, there is no criticism of the 
actions of provincial governments. In the frantic search 
for revenues to meet constantly growing obligations, the 
provinces had to take revenues where they could find them. 

They have levied a great variety of taxes on corpora- 
tions. Many of the levies are calculated on such bases as 
amount of capital stock, gross revenues, number of places of 
business, volume of deposits, etc. Such levies have no rela- 
tion to the profitability of the enterprise. Even when as- 
sessed on corporate net income, the provincial corporation 
taxes frequently are not adjusted to the net income of the 
shareholders of the corporation. Thus they tend to distort 
investment, disposing careful people to buy bonds or stick 
to a savings account rather than invest in a company which 
may have no dividends to declare after taxes are paid. The 
Commission emphasizes the economically stifling character 
of such taxes. 

Succession duties are levied at widely differing rates in 
different provinces, also tending to distort investment. 
Many estates, having investments in several provinces, are 
subjected to the inequity of double and triple taxation, thus 
providing arguments against a wide distribution of invest- 
ments and retarding investment which is otherwise eco- 
nomically sound and desirable. The provinces have tried to 
eliminate double taxation of estates by agreement but these 
agreements collapsed under the strain of the depression. 

Personal income tax is also levied at widely differing 
rates, causing inequities between residents of different prov- 
inces and affecting individual choice of residence and scene 
of activities. In all three taxes, several jurisdictions are 
taxing the same corporations, the same estates and the same 
incomes on different bases. The result is a duplication of 
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tax-collecting machinery and a multiplication of the cost of 
tax-compliance to individuals and corporations. 

These charges are serious enough. But a still more 
serious one remains to be noted. At the present time, when 
governments take a considerable proportion of the national 
income to provide services for the less fortunate among the 
population, the emphasis in taxation shifts to the taxation 
of surplus incomes. This development is inevitable and the 
Commission approves of it, arguing that it is only through 
greater emphasis on the personal income tax, in particular, 
that a score of uneconomic and vexatious levies can be 
lightened or done away with. 

However, when these three taxes, the instruments for 
taxing surplus incomes, are employed by provincial govern- 
ments, the nature of the Canadian economy puts severe lim- 
its on the rational and equitable application of them. Many 
of the largest corporations do business from coast to coast. 
Most of the Canadians with large incomes derive substan- 
tial parts of their incomes, in one way and another, from 
nation-wide business operations. The bulk of the earnings 
of national corporations flows to head offices in central Can- 
ada. (This is one reason why many provinces are led to 
tax corporations on the basis of the size of their operations 
in the province.) A very considerable proportion of these 
earnings is paid out in interest and dividends to residents 
of the central provinces. Large incomes are mainly con- 
centrated in Ontario and Quebec, enabling these two prov- 

-inces to levy heavily on the profits of nation-wide business 

activity while the access of the outlying provinces to these 
sources of revenue is correspondingly diminished. Between 
1926-1939, for example, Ontario and Quebec, estimated to 
have produced during that period 65% of the national in- 
come, collected 85% of all succession duties. The result is 
a sense of grievance among the outlying provinces and an 
accentuation of the disparities in the yield of the revenue 
systems of the different provinces. 

Let one more consideration be added. If it had not 
been for the national economic policies pursued consistently 
for many years by the Dominion government on such 
matters as immigration, railways and tariffs, the national 
integration and the phenomenon of nation-wide economic 
activity would not exist—or, at any rate, would be vastly 


29 











THE CANADIAN CHARTERED ACCOUNTANT 


different from what it is. Thus the Commission argues 
that if any government is to tax the fruits of nation-wide 
activity, it ought to be done by the national government for 
national purposes. 


Why Shift of Taxing Powers Urgent 


In the judgment of the Commissioners, transfer of these 
three taxes to the Dominion will make it possible to elim- 
inate double and triple taxation, to reduce the costs of tax 
compliance, to get more equitable incidence of taxation as 
between individuals and as between provinces and finally 
to reduce or eliminate many uneconomic forms of taxation 
—an accomplishment which should lead to an expansion in 
the national income and thus make the same load of taxa- 
tion easier to carry. 

In addition, the Commission recommends the abolition 
of the existing system of federal subsidies to the provinces. 
The revenues left to the provinces at Confederation were 
so meagre that federal subsidies were necessary to enable 
them to balance their budgets. In so far as there ever 
was any principle for fixing the amounts, it was that of 
per capita equality. But the population of a province was 
never a workable measure of the financial needs of its gov- 
ernment. There have been many revisions of subsidies in 
which the fiscal desperation of the province and the exig- 
encies of party politics have been the chief determining 
factors. These so-called statutory subsidies have been sup- 
plemented in more recent years by a variety of conditional 
grants for particular purposes. The lack of any agreed 
formula for deciding how much total assistance any prov- 
ince should be able to claim from the Dominion has made 
the whole subsidy question a source of steadily growing 
friction between governments. The Commission advises 
the abolition of the present system because it claims to 
have found a fair and objective test for deciding what 
grants, if any, a province should get from the federal 
treasury. 

National Adjustment Grants 

After calculating the losses and gains to each province 
which follow from the recommendations discussed above, 
the Commission found that in most provinces there was still 
a gap between revenues and expenditures. These gaps are 
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to be bridged by national adjustment grants. This is the 
fourth financial recommendation, the coping-stone of Plan 
I. This proposal, some of its implications and some con- 
siderations bearing on the work of the Commission as a 
whole, will be discussed in a concluding article. 


THE CONSERVATION OF FOREIGN EXCHANGE 
By Hon. J. L. Ilsley, Minister of Finance, Ottawa 


Editor’s Note—The importance of conserving foreign exchange 
for essential war-time purchases by the Dominion was stressed by Hon. 
J. L. Ilsley, Minister of Finance, in Parliament on 2nd December when 
he introduced measures to that end. His speech in the House clearly 
sets forth the purposes underlying the conservation of foreign exchange 
and we publish it, in part, below. 


ee exchange means, essentially, the money of other 

countries with which we can buy goods in those other 
countries or make payments to people there. It is not like 
our own money, subject to the control of our national gov- 
ernment. We can only obtain it by selling things to other 
countries, or by getting payments from them for services 
rendered, or by borrowing it. We cannot simply go and 
buy it with our own money. People in other countries can- 
not use Canadian money for their own internal transactions 
and naturally they do not want it merely to keep or to 
hoard—they want it only to buy things in Canada, or to 
make payments in Canada for services rendered to them by 
Canadians. Consequently, if we face a shortage of foreign 


‘exchange as a result of normal commercial and other trans- 


actions, we must bridge the gap between receipts and pay- 
ments temporarily by using up our reserves of accumulated 
foreign exchange, for example, our bank balances in foreign 
countries or our gold reserves, or by selling foreign assets 
for foreign exchange. We can only reduce this drain upon 
our reserves, this gap between receipts and payments, either 
by selling more to those in other countries, or by buying 
less from them, or by suspending payment of our obliga- 
tions to them, or by borrowing from them. There is no 
other or easier way. The individual who wants foreign 
exchange can go and buy it—if he wants more he pays 
for more—but the total amount available to other Can- 
adians is correspondingly diminished. The country as a 
whole can obtain more only in the ways I have described. 
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Formerly, one could freely convert one kind of foreign 
money into another so that we could, for example, use a 
surplus of pounds sterling to get American dollars merely 
by selling the sterling exchange in New York. We used 
to do that before the war but it is no longer possible. We 
cannot today convert our surplus supplies of sterling into 
the American dollars we require. For that reason, as you 
will recall, a large part of our surplus sterling has been used 
to repatriate Canadian securities held in Britain so that 
Britain could get Canadian dollars, in exchange for sterling, 
without sacrificing too much of her precious reserves of 
gold and American dollars. Because we cannot convert 
funds from sterling into American dollars, our foreign ex- 
change is now really divided into two fairly separate fields: 
sterling currencies, including sterling itself and other em- 
pire currencies, with minor exceptions; and, on the other 
hand, what we call “hard currency,” including mainly 
American dollars and the other foreign currencies which 
in practice we have to buy with American dollars and which 
we can sell for American dollars. It is the “hard” currencies 
I mean today in talking about foreign exchange. They 
constitute the problem, and not sterling of which we have 
plenty from the proceeds of our exports to Britain and the 
empire. 

Exchange Control 


Turning now to a review of our exchange policies it 
will be recalled that exchange control was instituted on 16th 
September 1939, within a week of our entry into the war. 
It was introduced primarily because the nature of our war- 
time foreign exchange difficulties—the scarcity of American 
dollars and the surplus of sterling—was foreseen and it was 
realized that control would be necessary to solve this prob- 
lem. Furthermore, and of greater immediate importance, 
it was vitally necessary to guard against the danger of a 
substantial outward movement of capital from Canada. 
Residents of other countries have very large investments 
in this country, and neither in their best interest nor in 
ours could a large volume of such investments be allowed 
to be dumped on the Canadian market under war-time con- 
ditions. Even Canadians themselves might have been 
tempted to invest part of their funds abroad as a personal 
hedge against the risks of war, or to speculate on the New 
York market. Any substantial export of capital, whether 
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by Canadians or others, would have had two bad effects, 
both very serious. First of all, it would have used up our 
reserves of foreign exchange, as it is necessary to buy 
foreign exchange in order to export capital. We needed that 
foreign exchange to buy war-time imports from the United 
States. Secondly, it would have used up Canadian savings 
during the war, because someone in Canada would have had 
to buy the securities or other assets that were sold in order 
to export capital. We needed all our Canadian savings to 
help us finance the war. 

The Foreign Exchange Control Board was established 
to carry out the control. The success of this control owes 
a great deal to the efficient organization which has been 
built up and to the very whole-hearted co-operation that 
has been forthcoming from businesses and individuals both 
in Canada and in the United States, nearly all of whom have 
striven to observe both the letter and the spirit of the law. 

The general policy followed in exchange control, up to 
June last, was simple in essence, though necessarily complex 
in application. It involved no restriction of import or 
export trade, of tourist trade, of the payment of interest 
or dividends or other current business transactions as dis- 
tinguished from those on capital account. On the other 
hand, the Board refused to provide exchange for the export 
of capital from Canada except within certain narrowly 
prescribed limits, and with certain exceptions for capital 
that had been invested in Canada after control was estab- 
lished. In order to carry out this restriction of capital 
movements it was of course necessary to scrutinize all 
dealings in foreign exchange and foreign trade by Canadian 
residents ... . 

At the end of April a further important step in exchange 
control was taken in order to place all our available liquid 
supplies of foreign exchange—but not such foreign assets 
as securities—directly under the control of the Foreign 
Exchange Control Board. This was done by the foreign 
exchange acquisition order which required residents of Can- 
ada to sell their holdings of foreign exchange to the Board 
for payment in Canadian dollars. This included the Bank 
of Canada, which sold its gold and exchange to the Board. 
Those who required a stock of exchange to carry on their 
normal business were permitted to retain enough for this 


purpose. 
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War Exchange Tax 


It was as a result of the budget in June last that the 
first measures were taken to restrict the use of exchange 
for other than capital transactions. By that time our im- 
ports from the United States had increased a great deal and 
the total payments made in hard currency for imports and 
other purposes were greater than the supply of hard cur- 
rency that we were obtaining from our exports, tourist 
trade and sale of newly mined gold. The means adopted 
at that time to save exchange were the war exchange tax 
of 10 per cent on all imports except those from sterling 
countries, and the special progressive excise tax on auto- 
mobiles. The war exchange tax, the principal measure, 
applied to all imports for which hard currency exchange 
was required and did not attempt to discriminate between 
essentials and non-essentials. The tax on automobiles ap- 
plied to those produced in Canada as well as to those 
imported, but fell particularly upon the more expensive 
types which were made up much more largely of imports. 


Limiting Travel Abroad 


In July, shortly after the budget, a further measure 
was taken in the form of a decision’ not to sell foreign 
exchange to Canadians for pleasure travel abroad. We were 
reluctant to do this, because we naturally wish to promote 
as much contact as we can between Canadians and their 
friends in the United States. Nevertheless, at this time the 
flow of American tourists to Canada was seriously disturbed 
by the confusion attending the sudden introduction in the 
United States of strict regulations concerning the entry 
even of tourists to that country and it was also disturbed 
by what appear to have been malicious rumours, spread 
possibly by enemy agents, concerning the restrictions and 
inconveniences they might experience in war-time Canada. 
With this reduction in our receipts of foreign exchange 
from the tourist trade coming on top of our previous scarcity 
of American dollars, we felt it was necessary to ask Can- 
adians to give up the use of foreign exchange for non- 
essential pleasure travel outside of Canada. 

It is estimated that this measure alone will save us 
approximately sixty million dollars in a full year, a figure 
which indicates its importance. 
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Exports 


These were the measures taken to restrict the use of 
foreign exchange. We have also acted on the other side, 
by trying to increase our supplies of foreign exchange. 
First, in regard to exports in general, the Department of 
Trade and Commerce has been persistently searching for 
markets in the United States and elsewhere for Canadian 
goods, both primary products and manufactured products. 
Their efforts in this field are most recently exemplified by 
the present trip of the trade delegation, headed by my 
colleague, the Minister of Trade and Commerce (Mr. Mac- 
Kinnon) to Latin America and the West Indies. In addition, 
the Foreign Exchange Control Board has gone to great 
lengths in arranging its controls so as to facilitate export 
trade as much as possible. 

We have also stimulated the provision of exchange by 
gold production. My own department as well as the De- 
partment of Mines and Resources has kept closely in touch 
with the gold mining industry since the beginning of the 
war, and has impressed upon the industry the need of main- 
taining and increasing gold production. Particular provi- 
sions were made in the Excess Profits Tax Act to ensure that 
that tax would operate in such a way as to encourage the 
expansion of gold production. 


Tourist Trade 
Finally, and probably most important, we have en- 


‘deavoured to maintain and extend our tourist trade, which 


is a very large source of foreign exchange. The work of 
the Canadian travel bureau has been expanded. A much 
larger and I think more effective advertising campaign in 
the American press was carried on. Strenuous efforts were 
made to codrdinate and assist the work of the various 
organizations in Canada dealing with the tourist trade. And 
last but far from least we obtained the enthusiastic sup- 
port of a number of local organizations, which helped a 
good deal not only to attract tourists to Canada in the first 
place but to promote realization of the need to see that they 
enjoyed themselves when they were here. 

The various measures we have taken have held down the 
deficit between our receipts and payments of foreign ex- 
change but they have been outweighed by the continuous 
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pressure of war-time demands increasing our imports from 
the United States. 
Limiting Non-Essential Imports 

For a complete understanding of the problem, the cur- 
rent drain on our exchange should of course be considered 
in the light of existing resources. You will not, however, 
expect that I should disclose the amount of our accumulated 
resources of gold and foreign exchange, a piece of infor- 
mation which would be of obvious interest to the enemy. 
These resources are being used and will continue to be used 
to ensure that our war effort is at no point thwarted. In 
the opinion of the government, however, they cannot reason- 
ably be used to facilitate the continuance of non-essential 
imports. Nor do we believe that we would be justified in 
mobilizing and liquidating the substantial volume of foreign 
securities which are owned by our people, until at least a 
serious effort has been made to restrict our consumption 
of such non-essential imports. 

From this review of the problem as it exists today and 
as it has developed, it will, I think, be clear that we must 
immediately take further steps to curtail the use of hard 
currency exchange in the purchase of non-essential imports. 

I wish to emphasize, however, that we have no desire 
or intention in the measures which we must take for war 
purposes, of implying any permanent change in our normal 
trade policies, the principles of which are well-known. 

I must also point out that while we are temporarily com- 
pelled to restrict certain imports from our friendly neigh- 
bour to the south, this does not mean that our total trade 
with, or our total purchases from, that country will be 
reduced. On the contrary, our imports from the United 
States will certainly show a large increase next year over 
this year, and will be larger than ever before in our history. 
All that will happen will be a shift in the character of our 
imports—a reduction in non-essential imports for non-war 
purposes in order to make possible a substantial increase 
in our purchases of vitally needed war equipment and sup- 
plies. We regret the disruption which will necessarily occur 
in certain established trades across the border, but we are 
confident that any loss of a direct Canadian market which 
certain United States producers will suffer will be more 
than made up by an expansion in domestic purchasing power 
resulting from our purchases of war equipment and supplies 


in the United States market. 
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A WAY TO FINANCE BRITISH PURCHASES 
By George P. Auld, New York City 


(Zditor’s Note—Mr. Auld is a partner of Haskins & Sells, New 
York, and a former Accountant General of the Inter-Allied Repar- 
ations Commission. His suggestions on the financing of British war- 
time purchases had a prominent place in the New York Herald-Tribune 
of 4th December last, and we are pleased to be able to bring to our 
readers his observations on this important subject.) 


. British government is paying for its purchases of 
munitions in the United States with dollars procured 
in large part by selling American securities and other as- 
sets in this country heretofore held as investments by 
British nationals. According to some estimates those in- 
vestments, plus gold with the Federal Reserve banks, 
amounted at a recent date to four billion dollars or more, 
and the British Ambassador has intimated that the supply 
will be exhausted within the next few months. Under what 
financial arrangements will Britain thereafter be enabled 
to continue her purchases, amounting to perhaps four or 
five billion dollars a year, in circumstances where British 
earnings in dollars as ordinarily arising from her exports, 
including newly mined gold, to the United States will cover 
only a small part of such a sum? 

In similar circumstances in 1917-18, England borrowed 
four billion dollars here on promissory notes of its govern- 
ment, drawn in favour of the American government. The 
scheduled semi-annual payments on the bonds that replaced 
those notes have for several years been in default and it 
therefore seems quite clear that that particular form of 
financial mechanism for keeping the vital American supply 
line open is not now available. 

* * bd 

Out of the welter of bitter argument that raged around 
the inter-Ally (and the German reparation) obligations, 
there emerged the one indisputable fact that obligations of 
such a kind, where on both sides the taxpayers collectively 
are directly involved, are politically wholly unmanageable. 
The war debts were wrapped-up bundles of passions and 
prejudices, deceptively marked with a dollar sign. 

As an alternative solution to the present problem, the 
cession to the United States of Bermuda and the British 
West Indian colonies has gained considerable support in 
this country. But the political obstacles to such a course 
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are large. The consents of the affected populations, with- 
out which such a barter is inconceivable, are by no means 
to be taken for granted. Nor does it seem probable that 
our people will be disposed to assume further responsibilities 
of empire under the guise of necessary protection to the 
Panama Canal, when it appears that the base sites already 
acquired on lease are adequate for that purpose. 


A more satisfactory solution to the dollar exchange 
problem of the British, the writer suggests, lies within the 
mechanism of the international exchanges themselves in 
the processes by which that mechanism has customarily 
been employed in dealing with commercial problems similar 
to the present one and in substantially greater aggregate 
amounts, ' 

* * 7 

Specifically, an answer is to be found in the adoption 
(with England now on the debtor end) of the usual pro- 
cesses of commercial investment finance by which England 
herself, as the world’s great creditor, has traditionally 
managed her own international trade with every country 
to which her exports of goods and services have for vary- 
ing periods exceeded in value the amounts of British cur- 
rency which the debtor country was able to procure by 
export of its own products or gold. The debtor country 
paid for its residual balance of imports by selling to British 
investors some or all of the following, viz.: bonds created 
by its government payable in sterling, existing physical 
properties, and stocks of its industries or their obligations 
payable in the local currency. This over-all resultant move- 
ment over the exchanges may be reduced down to a typical 
individual transaction, in which, let us say, a citizen of 
South America — an importer — paid pesos into his local 
bank, which sold them to British investors for sterling, 
with which the bank paid the British exporter, while the 
British investor used his pesos to buy peso securities. Thus, 
all the imports were paid for by the debtor country by de- 
livery of securities—usually, for the most part, securities 
of its industries—and no strain was placed on the currency 
of the debtor country. 

ae * ok 

Britain, at least in her relations with the United States, 
is now passing through the classic first stage, as known to 
economists, of transition to a debtor status by disposing 
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of her American investments. The next step, now presum- 
ably near at hand, will place her economically in the second 
stage of full-debtor status. The exchange problems about 
to be encountered, though their cause is military necessity, 
are nevertheless phenomena of the system of international 
trade. 

On this presentation, the alternatives actually or nomin- 
ally facing England are the sale to American investors of 
British government bonds (as was done in 1915-16) or 
(assuming that in considerable part the large British in- 
vestments in South America are not suitable for conversion 
into dollars) the sale to American investors of obligations 
of British industries. But the former would require repeal 
of the Johnson act, and the legislative process of bringing 
that about offers a prospect little less than terrifying, if 
one considers the damage to the cause of the defense of 
democracy which could result from reopening in public de- 
bate the old controversies that led to and accompanied the 


enactment of the law in 1934. 
* ok * 


The natural and practical solution, in my view, would 
be through the delivery by the British Treasury of sterling 
bank balances to American munitions makers in payment 
for their deliveries. The sterling balances thus acquired 
would be invested in the securities of British industries. 
At the same time—and here is the other arm of my pro- 
posal—the United States Treasury would grant to these 


. American manufacturers equivalent dollar advances to 


which the sterling bank balances and investments would 
serve as collateral, the advances to be repayable to the 
Treasury only out of the ultimate proceeds of the collateral. 
Whether the investments would be in fact managed by, 
say, the R. F. C. or, perhaps, in part sold to investment 
trusts organized for the purpose with private American 
capital are features with which I have no space here to deal. 

The procedure just outlined appears to conflict with 
neither the Johnson act nor the neutrality act, since neither 
of them prohibits the acquisition of foreign commercial 
obligations, and as to the permitted procedure of the ex- 
port of articles to belligerents, the neutrality act specifies 
only that all right, title and interest therein shall be trans- 
ferred to the foreign purchaser before shipment. 

The political advantages of this roughly sketched plan 
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seem manifest. It is true that the appropriation bills which 
would be introduced in Congress to provide the dollar ad- 
vances to American concerns making deliveries to England 
would have to run the gauntlet of public debate. But the 
discussion of measures of the kind here proposed should 
be of a far less contentious character than the acrimonious 
rehashing of the past which would be precipitated by an 
effort to repeal the Johnson act. 
* * a 

As to the economic and financial implications, my com- 
ments on possible objections must be brief. The British 
may regard the idea of creating substantial external claims 
on the internal economy of their country as a revolutionary 
one—not because such a thing has not happened in ordinary 
course to other countries, but because it has never before 
happened to England. But these are revolutionary times, 
and it would seem that England can do no better than to 
accept the economic implications of being a debtor country 
—a status under which the United States for many decades 
was enabled comfortably to develop its economy and after 
the Civil War to replenish its depleted capital. 

In this country objections might be centered on the 
difficulties of managing the collateral, and on the possibility 
that considerable depreciation in its value might ultimately 
require the United States Treasury to write off as losses 
substantial proportions of the dollar advances made to our 
munitions makers. It is, however, certain, assuming a 
British victory, that collection on this kind of collateral is 
much surer and in the long run much less painful than on 
taxpayers’ promises to pay. A more general answer is that 
we cannot have things both ways. When England’s dollar 
resources are exhausted we shall have to provide her with 
dollar-purchasing power. If we wish, we can take in ex- 
change taxpayers’ IOU’s, which experience shows are highly 
disturbing to good relations and for political reasons dub- 
ious collection. Or we can accept the responsibilities and 
partial losses that as a creditor nation in a new economic 
alignment we cannot avoid unless and to the extent we 
are willing to contribute our aid as a free and outright 
gift. 

a ck * 

In a recent comment on the British Ambassador’s plea 

for credits in this country, the editor of a leading newspaper 
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said that England is “at the end of her financial rope.” 
This is far from the fact. England is merely short of 
dollar counters. Her resources are still vast and the yield 
of her high taxes and internal loans continues to pour into 
the exchequer a full stream of pounds sterling by which the 
treasury is provided with the sinews of war. 

One more word in a different plane of thought. The 
financial burden on the British people is very great. Their 
assumption of that burden will save us many billions in 
future armament expenditures. Can generous hearts and 
just minds admit the thought that Britain’s necessity is 
our opportunity for profit? Can they fail to recognize 
that an equitable allocation of the burden would require the 
American people to make substantial free grants of public 
funds in aid of the “47,000,000 Churchills” who are now 
making an immortal fight in defense of human liberties? 


COST ACCOUNTING ON WAR CONTRACTS* 
By F. E. Wood, Ottawa 


——- dealing in detail with the items comprising the 

“Cost of Performing a Contract or Sub-contract” as 
printed in the December 1940 issue, page 402, it may be 
of interest to review briefly the purpose and scope of the 
memorandum. 

Modern warfare is on a gigantic scale. No longer is it 
a matter of man against man and gun against gun. It is 
a war of plane against plane, tank against tank. It is a 
war that brings into play every economic, mechanical, and 
scientific force known to man. 

The immensity of the impact of modern war upon our 
economy explains why the authority of the government has 
been temporarily extended by various means of control af- 
fecting not only business, but the day-to-day life of the 
individual. It is of no little importance that the reasons 
for these measures and also the philosophy which actuates 
them be recognized and understood. 





*Mr. Wood is Chief Cost Accountant of the Office of the Comp- 
troller of the Treasury, Ottawa. His article is being published with 
the kind permission of Mr. B. G. McIntyre, Comptroller of the Treasury. 
In last month’s issue we published some general rules prepared by 
Mr. Wood on the cost of performing a government contract or sub- 
contract. 
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In any great emergency, many considerations which 
normally govern our way of life become of secondary im- 
portance. In war, a maximum of goods must be diverted 
from civil to military uses; existing plant facilities should 
be employed before new construction be undertaken; a 
maximum of plant capacity must be turned over to war 
orders. 

For the past sixteen months, we in Canada have been 
converting as rapidly as possible our peace-time economy 
into an economy of war. In the third quarter of 1940, 
contracts were awarded at a rate of nearly 7,500 a month. 
As of 10th December 1940, orders placed on Canadian ac- 
count totalled $591,032,988, and for British account about 
$180,000,000. In addition, Canadian and British commit- 
ments for plant construction and extensions amounted to 
about $285,000,000, making a grand total of $1,056,032,988. 

In so far as possible, it has been the policy of the govern- 
ment to rely on existing plants for securing adequate sup- 
plies of munitions and their components. In many cases, 
however, the necessary plants did not exist or, if they ex- 
isted, their capacities were inadequate and extensions or 
the construction of wholly new plants have been necessary. 
In these plants Canadian industry is producing all the chem- 
icals that are used in the manufacture of explosives, and 
is producing or will be producing some chemicals which 
have hitherto not been produced in the British Empire. 
It is producing or will be producing almost every type of 
shell in use in the present war, as well as field and naval 
guns, gun carriages, aircraft and tank machine guns, anti- 
tank guns, tanks, universal carriers, mechanized transport, 
training and fighting airplanes, and practically all other 
items of essential equipment. 

Many types of projects have been undertaken for the 
Navy such as anti-submarine booms, torpedo nets, etc., as 
well as an extensive ship-building program and the con- 
version of merchant ships, yachts, and miscellaneous boats 
to war use. 

Construction contracts for the Air Training scheme 
alone has involved moving 20 million yards of earth, the 
laying of 170 miles of hard surfaced runways, and the 
erection and equipment of the multitude of buildings to 
house staff and personnel. In addition, it has been neces- 
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sary to erect many complete plants for the manufacture 
of arms and ammunition, and the manufacture and repair 
of aircraft precision and optical instruments. 

The aircraft industry has expanded very rapidly. Mech- 
anization of modern military establishments and movement 
of troops and equipment has required stepping up produc- 
tion of automotive equipment to a capacity of about 600 
military units per day. 

Military clothing requirements have resulted in 62 wool- 
len mills and 23 cotton mills presently operating on con- 
tracts received direct from the government. 

The Department of Munitions and Supply, succeeding 
the War Supply Board, is in charge of all purchasing for 
the British Purchasing Commission in Canada and also 
for the requirements of the Canadian government. Re- 
quisitions are received from the United Kingdom represen- 
tatives, or one of the Canadian government departments, 
and whenever possible, invitations to tender are issued, re- 
sulting in most cases in a Firm Price contract being placed, 
subject to the usual requirements as to the successful ten- 
derer having the requisite facilities, technical knowledge, 
etc. (In such cases the transaction is usually completed 
without Cost Examination, although under the provisions 
of Section 13 of the Munitions and Supply Act, the Minister 
may direct production of all relevant records so as to dis- 
close the actual costs and profits on any government pur- 
chase.) 

Types of Contracts 


There are, however, types of contracts that require a 
cost audit, such as: 

Target price contracts, 

Ceiling price contracts, and 

Cost plus fixed fee contracts. 

Under Mr. B. G. McIntyre, Comptroller of the Treasury, 
a Cost Accounting Section has been established, responsible 
for all cost accounting matters on government undertakings. 
With a nucleus of experienced Treasury officers, a large 
staff of cost accountants experienced in commercial prac- 
tice has been engaged, representing all sections of Canada 
and nearly every type of industry. Their experience was 
drawn on in making a study of Canadian and British prac- 
tice as related to government contracts with commercial 
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firms, in the preparation of the cost procedure, subsequent- 
ly also checking with American government regulations for 
similar purchases in the U.S.A. It may be noted that the 
allowable elements of cost are, in all essentials, identical. 

Target price contracts represent a development found 
satisfactory in the United Kingdom during the last few 
years, to protect both the government and the contractor 
on purchases of items not previously manufactured and 
on which it is not practicable to secure a satisfactory firm 
price tender. 

In brief, a figure comprising the three elements of la- 
bour, materials, and overhead is arrived at, which, in the 
opinion of both parties, is capable of attainment under the 
conditions in which the work is to be performed. This 
figure, which is known as the target price, having been de- 
cided, it is laid down that the contractor shall receive, if 
his costs are in fact exactly equal to the target price a sum 
by way of profit, which is normally taken as a percentage 
of the target price, but is always expressed as a lump sum 
and not as a percentage. If the sum of the contractor’s 
costs under the three headings is less than the target price, 
the contractor is given, in addition to the profit allowance 
as above defined, a share of the savings effected, usually 
in some such proportion as 25% to the contractor and 75% 
to the government. If the contractor’s costs exceed the 
target price, the profit allowance is subjected to an abate- 
ment relative to the excess, subject however to the con- 
dition that the abatement shall not persist to the extent 
that no profit at all remains, unless it can be clearly estab- 
lished that there has been undue waste in manufacture. 

A simple illustration would be: 

Total quantity 1,000,000 Target quantity 50,000 
Target price $2.00 each. Target profit .10 with minimum .06. 
(a) Actual cost 
Profit would then be 10 


Price paid 2.10 
(b) Actual cost 1.60 
Target profit 
Additional profit 25% of .40 ... 


Total profit 


Price paid 
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St I iris ss er ev aw weaken 2.70 
er rere .06 
BTN orcas uaainnion 2.76 


Target contracts provide that the cost plus basis shall 
apply only for the “target” quantity, or usually about 5% of 
the total requirements. Once the costs are ascertained on a 
full production basis, a fixed price is negotiated for the bal- 
ance or “remainder” and to this extent the purchase then 
becomes a firm price contract. 


Ceiling price contracts usually carry an audit clause to 
the effect that if the actual cost plus the agreed on profit 
is less than the “ceiling price” set, then the excess will be 
refunded to the government. 

Cost plus fixed fee contracts have been found necessary 
in some cases, particularly for building construction work. 
On nearly all such contracts a continuous audit is made 
by a resident Treasury cost accountant. 


Cost Procedure 


“Costs of Performing a Contract or Sub-contract” dated 
30th September 1940, as approved by the Department of 
Munitions and Supply, is reprinted below with explanatory 
notes: 

The first section, headed “General Rule,” reads: 


The cost of performing a particular contract shall consist only 
of expenditures made by the contractor in connection with the con- 
_ tract, and shall be the sum of: 


(1) Direct materials 

(2) Direct labour 

(3) Direct expenses 

(4) A proper proportion of applicable indirect costs 
(including a reasonable proportion of manage- 
ment expenses). 


In other words, the basic rule to apply, regardless of 
any other considerations, is first of all: Is the charge in- 
curred because of this contract? 

The next section is headed “General Elements of Cost” 


and reads: 


No definitions of the elements of cost may be stated which are 
of invariable application to all contractors, but in general the elements 
of cost may he defined as: 


(1) Manufacturing cost. 
i Direct materials 
ii Direct (or productive labour) 
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iii Direct engineering labour 
iv Miscellaneous direct factory charges 
v Indirect factory expenses 
vi Other manufacturing cost 


(2) Miscellaneous direct expenses 
(3) Miscellaneous indirect expenses, 


With contracts as widely diversified as grading an aero- 
drome to emergency repairs of ships, and from manufac- 
turing small lots of electrical apparatus in a large commer- 
cial plant to costing a continuous single process product 
in a gigantic wholly government-owned plant, the preceding 
sentence is almost superfluous. It is essential that any 
standard set-up be sufficiently flexible to take care of special 
circumstances. 

—but there shall not be included as cost any of the following: 

(1) Allowances for interest on invested capital, bonds, deben- 

tures, bank or other loans, 

This has probably provoked more discussion than any 
other item. It is quite true that interest charges, whether 
for a bank loan or on a bond issue, or in any other form, 
must be paid. The real question is, are such expenses a 
charge to costs or to profits? If the same margin of profit 
is to be paid to two companies making the same article, 
would it be fair to pay one company more than another 
simply because one had provided working capital through 
bonds or other debentures while the other had secured its 
funds through a common stock issue? The government 
policy is that, in fairness to all, interest charges, if incurred, 
must be provided from profits. 


(2) Entertainment expenses, 

(3) Dues and other memberships other than regular trade asso- 
ciations, 

(4) Donations (except as stated in Section 3, Subsection b), 

(5) Losses on other contracts, 

(6) Losses from sale or exchange of capital assets, 

(7) Depreciation on buildings, machinery or equipment paid for 
by the Crown, 

(8) Fines and penalties, 

(9) Amortization of unrealized appreciation of values of assets, 

This refers to the unlikely contingency of a firm writing 

off assets on an inflated value. 


(10) Expenses, maintenance and/or depreciation of excess facili- 
ties. 


This limits the contribution by the government contract 
to that proportion of the plant facilities actually used for 
the purposes of the contract. 
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(11) Increases in reserves for contingencies, repairs, compensation 

insurance and guaranteed work, 

(12) Federal and provincial income, excess profits or surtaxes, 

(13) Unreasonable compensation for officers and employees, 

(14) Bond discount or finance charges, 

(15) Premiums for life insurance on the lives of officers, 

(16) Legal and accounting fees in connection with reorganizations, 

security issues, or capital stock issues, 

(17) Losses on investments, bad debts and expenses of collection, 

(18) Advertising and selling expenses. 

Particulars 
1. Manufacturing Cost 

Direct Materials—Includes, in addition to materials purchased 
solely for the contract and processed by the contractor, or material 
obtained from subcontractors, any other material purchased for stock 
which may subsequently be used and becomes a component part of 
the contract. 

It is recognized, of course, that in many types of con- 
tracts, the contractor draws supplies, bolts, nuts, and many 
standard items from his regular stocks for commercial 
or other needs, and this provision was merely intended to 
remove any question of identifying all materials used as 
being purchased expressly for the particular contract. 

All materials shall be charged to the contract at the net laid down 
price after deducting all discounts and other similar items. 

Some commercial firms credit cash discounts earned to 
their material costs, others keep the cash discounts entirely 
separate. On government work all cash discounts must be 
credited to the contract, unless otherwise specifically pro- 
vided in the contract itself. Also, no handling charges 
should be added to material costs, but where incurred should 
-be included in indirect factory expense. 

Costs shall be credited with the fair market value of all scrap 
produced from materials charged to the contract, either in manufac- 
turing processes, rejects, due to design changes, or from any other 
cause, 

ii Direct Labour—Productive labour which is performed directly 
on and is properly chargeable to the contract. 

iii Direct Engineering Labour—Compensation of professional en- 
gineers and draftsmen properly chargeable to the contract. 

iv Miscellaneous Direct Factory Charges—Items properly charge- 


able direct to the contract, but which do not fall within any of the 
above categories. For example, a royalty payable. 
v Indirect Factory Expenses—For factory overhead or burden 
(a) Labour: supervision and inspection, clerical, timekeeping, 
stores, tool crib, cleaners, watchmen, etc. 
(b) Materials and supplies: shop fuel, lubricants, waste, non- 
durable tools and gauges, etc. 


(c) Service expenses: expenses of a general nature such as power, 
heat, light, operation and maintenance of general plant 
assets and facilities. 
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(d) Fixed charges: recurring charges such as property taxes, 
rentals, and provision for depreciation. In making pro- 
vision for depreciation (of machinery) consideration may 
be given to the number and lengths of shifts, but the 
provision shall not be inconsistent with the regulations 
imparted by Commissioner of Income Tax. 

Allowance will also be made for special rates of de- 

preciation provided under rulings of the Depreciation Board. 

(e) Miscellaneous indirect factory expenses: items not directly 
chargeable to the contract, such as purchasing expenses, 
employees’ welfare, employer’s payments to any Federal 
unemployment or health fund; but shall not include 
(1) Payments deducted or chargeable to employees 
(2) Pensions and retirement payments. 

Where a commercial firm has in force at the time the 
contract is awarded a pension scheme which is credited 
periodically with a percentage of the wages paid to all em- 
ployees, such a charge would be allowed in costs in so far 
as it was applicable, but not lump sum pension or retire- 
ment payments, on the grounds that such lump sums would 
in effect be earned over an extended period of years, and 
the fact that the employee happened to be temporarily on 
a government contract at the time of the retirement would 
not justify the inclusion of such charges as a cost of the 
government work. ; 

vi Other Manufacturing Costs—Includes items not properly or 
satisfactorily chargeable to factory costs, but which, upon a complete 
showing of all pertinent facts, are properly to be included as a cost 
of the contract, such as: 

Experimental and development charges. 


This is in effect an omnibus clause to ensure that no 
proper charge be disallowed because of a technical ruling 
that it did not fall within any of the preceding clauses. 

2. Miscellaneous Direct Expenses 

Sundry items: fees paid for tests, travelling expenses applicable 
to the contract, etc. 

3. Miscellaneous Indirect Expenses 

(a) Indirect engineering expense “Engineering Overhead,” con- 
sisting of labour, materials, and miscellaneous expenses. 

(b) Administrative expenses including salaries of corporate and 
executive officers, office salaries, janitors, cleaners, miscellaneous office 
and administrative expenses, such as stationery and office supplies, 
postage, normal contributions to local charities and other necessary 


office expenses. 

Some of these items may be expressly excluded in a 
particular contract; for example, salaries of corporate of- 
ficials. 
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Allocation of Indirect Costs 


No general rule is applicable to all cases. The proper proportion 
of indirect costs chargeable to the contract will depend on the ascer- 
taining of all facts and circumstances relating thereto, subject, how- 
ever, to a requirement that all items which have no relation to the 
contract shall be eliminated from the amount to be allocated. 


Provided the articles produced for the contract are of the same 
general class as the concurrent production of the plant, then allow- 
able indirect expenses may be distributed on the basis of the propor- 
tion which the direct productive labour on the contract bears to the 
total productive labour of the particular section wherein the contract 
work may be carried out, except that if indirect expenses are incurred 
in different amounts and in different proportions by the various 
producing departments, consideration shall be given to such circum- 
stances to the extent necessary to make a fair and reasonable deter- 
mination. Administrative and other general expenses may be dealt 
with in a like manner, 


In cases where the product is essentially different to the con- 
current production, indirect costs wherever possible shall be segregated 
and the proper items thereof charged direct to the contract. 


Many manufacturing firms have distributed indirect ex- 
penses or overhead as a percentage of direct labour, either 
by dollar value or hours, in their commercial work for so 
many years that it is something of a shock to suggest 
that overhead should not be distributed as a percentage of 
productive labour. In so far as commercial work is con- 
cerned, provided the product is of the same general class 
or kind, there is probably no serious objection to such an 
allocation. Admittedly it is a very simple and easy system 
to use. However, even a casual study will show that only 
a small portion of the charges considered as “overhead” do 
_ actually vary in proportion to productive labour, while many 
charges, such as rent, taxes, insurance, etc., will change 
very little regardless of whether the plant is working at 
10% or 100% capacity, and in fact many of them will con- 
tinue even if the plant is shut down. It is also obvious 
that a scientific distribution of overhead will take into 
account the actual facilities used on the particular work. 
For example, one particular production might involve a 
small amount of direct labour and a large amount of mach- 
inery and equipment, while another product might require 
a large percentage of hand labour and very little equip- 
ment. Some firms have extremely intricate systems, even 
to the point of developing separate rates of overhead for 
each machine or production centre. There is always the 
danger of carrying systems to the point where they defeat 
their own purpose and the cost is out of proportion to 
the benefits derived. It is, therefore, essential to keep any 
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system as simple as possible, provided the essential facts 
are obtained. 

If a government contract is being produced in a separate 
unit of a plant, the problem is relatively simple. 


Accounts 


Contractors’ accounts shall be kept in such a manner as to clearly 
disclose the nature and amounts of the different items of cost pertain- 
ing to the contract, and all records of original entry must be pre 
served in a form available for ready reference until released for dis- 
posal by the Minister. 


This is merely the usual provision to guard against dif- 
ficulty in verifying claims, and to comply with the require- 
ments of the Auditor General. 


Reaction From Industry 

Since the Cost Accounting Section was first formed in 
the early summer of 1940, the fullest co-operation has been 
received, almost without exception, from management of 
commercial enterprises engaged on government contracts. 
There have, of course, been honest differences of opinion 
in regard to costs. Existing cost systems vary even within 
each class of industry. It has not been the policy to dis- 
turb any contractor’s existing system, which has presum- 
ably been found most satisfactory for ‘his particular busi- 
ness, as long as it will, in the opinion of the government, 
reflect the actual costs in sufficient detail for its require- 
ments. 


The Government appreciates the complex problems 
which arise in determining costs in various industries and 
it is willing at all times to discuss with the contracting 
firms their costing problems relating to government con- 
tracts. 








ECONOMIC NOTES 


ECONOMIC NOTES 
More Centralized Direction of War Effort Needed 


Editor's Note: This is another in a series of notes on economic 
subjects by Professor McQueen of The University of Manitoba. 


= discussing the “guns or butter” proposition it is a 
matter of some significance whether the resources we 
divert from making “butter” will be as efficiently applied 
when we turn them to making “guns.” While there are 
many resources which can be thus diverted without loss in 
efficiency in their new employment there are many others 
that cannot. That does not mean that they should not be 
so diverted but it does mean that we should be aware of 
what is involved in the diversion. 

There is an important article in the November issue of 
The Canadian Journal of Economics and Political Science, 
“War Finance and the Canadian Economy 1914-20” by J. 
J. Deutsch which bears upon this matter. He points out 
that the economic burden of the present war will be a 
heavy one compared to the burden of the 1914-18 struggle 
because the demand on Canada in the earlier struggle was 
for a range of goods which the country was “eminently 
equipped and suited to produce,” whereas the demand to- 
day is for a range of things which will require new special- 
ized equipment and new special skills on the part of our 
labour force. <A steel industry that had just finished making 
the rails for two transcontinental railways was available 
without much alteration for turning out munitions, and 
a lumber industry that had been used to house the expand- 
ing prairies could be diverted to building wooden ships 
while the prairies had only to produce more of its staple 
commodity than usual for the war needs. But today the 
demand is for a set of new and intricate things for which 
we have neither the capital equipment nor enough of the 
skilled labour. We can divert our resources to making 
aeroplanes, tools and artillery only with some difficulty and 
a lot of preparation. Some mention of the difficulty of 
getting aeroplane production on a mass production basis 
in United States was made clear in last Sunday’s University 
of Chicago broadcast: “Where are the 50,000 Aeroplanes ?” 
The conclusion was that even in that country with the 
greatest genius and facilities for mass-production methods, 
the mass production of aeroplanes was a stupendous enter- 
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prise which was taking an unconscionable amount of time, 
and time is one thing for which there is no substitute in 
war. The bearing of this on the Canadian war effort is 
obvious, for the creation of new capital goods and the train- 
ing of new skills in a short period involve a task of extreme 
difficulty. It is clear that our war effort will require a 
greater degree of centralized direction and codrdination 
than was necessary in the earlier war. As the task is 
greater it follows that the intelligent financing of it is a 
matter of supreme importance. 

The question of loss in diversion of resources from the 
uses of peace to the uses of war has engaged the attention 
of the British more than ourselves. The question of the 
proper locations of plants is relevant to this discussion and 
in many cases moving the plants to the pools of available 
labour would be the wiser policy. The question of training 
labour for the new operations is obviously a vital one and 
cannot be left to the free play of market forces. Professor 
Plumptre in Canada has raised the question whether Canada 
should attempt to expand her exports to the United States 
and buy aeroplanes and aeroplane parts with the proceeds 
or whether she should attempt to build aeroplanes “from 
the ground up.” In terms of losses involved by diverting 
resources from their established places the former is ob- 
viously preferable but the answer is conditioned by the turn 
of developments in the American armament program. If 
Britain and Canada can count on continuing American co- 
operation it does seem that much waste could be avoided 
by a joint supply board of the three countries. For we are 
fighting an enemy who has seven years of time on his side 
and who has already made his diversion of resources, The 
time-lag between when we stop turning out butter and 
begin turning out guns is looming ever more largely in the 
conduct of the war. This handicap of this time-lag can 
only be overcome by the most skilful use of what resources 
we have. 

There is obvious in England a feeling that new plants 
have often been set up too hastily since it later became 
apparent that a more rigorous examination of the possi- 
bilities of adapting existing facilities for war purposes 
would have shown possibilities of diversion of these facili- 
ties to war uses. This would have saved both precious 
productive power and the more precious thing time. Dram- 
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atic expansion of new war plants is not necessarily the 
wisest way of preparing for modern war if profitable pos- 
sibilities of diversion are overlooked in the process. While 
the point is not of decisive significance in the Canadian 
war effort it could become very significant in the American 
re-armament plans upon which so much depends. 

R. McQueen. 
Winnipeg, 
18th December 1940. 


THE DOMINION NATURAL GAS COMPANY CASE 
Supreme Court Reverses Decision of Exchequer Court 


_ judgment of the Exchequer Court of Canada in this 
case was published in full in the February 1940 issue of 
THE CANADIAN CHARTERED ACCOUNTANT. The unanimous 
judgment of the Supreme Court of Canada, allowing the 
appeal taken by the Minister of National Revenue from the 
judgment of Mr. Justice Maclean, was handed down 18th 
November 1940, and the Minister’s decision was thereby re- 
instated. A summary of the reasons for judgment of Duff, 
C.J. with Davis, J. concurring, and of Kerwin, J. with Hud- 
son, J. concurring, follows. The judgment of Crocket, J. 
is published in full. 

The facts of the case are briefly summarized by Mr. 
Justice Crocket as follows: 

“In 1931 the United Gas and Fuel Company of Hamil- 
ton, Limited, and the City of Hamilton brought an action 
in the Supreme Court of Ontario to restrain the respondent 
from continuing to supply natural gas to the inhabitants 
of those portions of the City of Hamilton, which prior to 
the year 1904 formed part of the Township of Barton and 
subsequently became part of that city. The United Com- 
pany claimed that by its franchise it had the exclusive 
right to supply gas in the City of Hamilton, including the 
annexed districts, and that the by-law of Barton Township 
granting the respondent a perpetual franchise to supply 
its inhabitants with natural gas, as it had been doing since 
1904, gave it no right to supply gas to the annexed districts 
or their inhabitants subsequent to their incorporation in 
the city. The respondent defended the action, which was 
dismissed by the trial judge. The United Company appealed 
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to the Court of Appeal for Ontario, which confirmed the 
trial judgment. A further appeal to the Judicial Committee 
of the Privy Council was dismissed in 1934, and in that year 
the respondent expended the sum of $48,560.94 as costs 
and expenses in connection with this litigation. 


“In its income tax return for 1934 the respondent com- 
puted its taxable income at $202,326.80 after deducting the 
said legal expenses. The taxing authorities disallowed this 
deduction. The respondent appealed to the Minister of 
National Revenue, who affirmed the disallowance, and then 
to the Exchequer Court from the Minister’s decision, with 
the result that the appeal was allowed. 


“The respondent contended before the learned President, 
(Maclean, J.) who heard the appeal in the Exchequer Court, 
that the amount in question was wholly, exclusively and 
necessarily expended for the purpose of earning its income, 
and was not an outlay, loss or replacement of capital or any 
payment on account of capital, and therefore did not fall 
within either the prohibition (a) or (b) of s.6. The learned 
President sustained this contention, and the Minister now 
appeals from that decision.” 


The Chief Justice, with Davis J. concurring, held that 
the deduction claimed could not be within section 6 of the 
Income War Tax Act, the relevant statutory provisions of 
this section being: 

Section 6. In computing the amount of the profits or gains 
to be assessed a deduction shall not be allowed in respect of: 

(a) [Expenses not laid out to earn income]—disbursements or 


expenses not wholly, exclusively and necessarily laid out or ex- 
pended for the purpose of earning the income; 

(b) [Capital outlays or losses, etc.]—any outlay, loss or re- 
placement of capital or any payment on account of capital or any 
depreciation, depletion or obsolescence, except as otherwise 
provided in this Act. 


The deduction claimed was not in the category of “dis- 
bursements or expenses wholly, exclusively and necessarily 
laid out or expended for the purpose of earning the income.” 
To come within this section the expenses must be working 
expenses, that is to say, expenses incurred in the process 
of earning “the income.” The Chief Justice discussed the 
Tata case, the relevant parts of which are quoted hereafter 
in the judgment of Mr. Justice Crocket. The Chief Justice 
stated further, “Again, in my view, the expenditure is a 
capital expenditure. It satisfies, I think, the criterion laid 
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down by Lord Cave in British Insulated v. Atherton, 1926 
A.C., at p. 218. The expenditure was incurred ‘once and 
for all’ and it was incurred for the purpose and with the 
effect of procuring for the company ‘the advantage of an 
enduring benefit.’ The settlement of the issue raised by 
the proceedings attacking the rights of the respondents 
with the object of excluding them from carrying on their 
undertaking within the limits of the City of Hamilton was, 
I think, an enduring benefit within the sense of Lord Cave’s 
language. As Lord Macmillan points out in Van den Berghs 
v. Clark, 1985 A.C., p. 440: 

Lord Atkinson indicated that the word ‘asset’ ought not to 
be confined to ‘something material’ and, in further elucidation 
of the principle, Romer L.J. has added that the advantage paid 
for need not be ‘of a positive character’ and may consist in the 
getting rid of fixed capital that is of an onerous character (Anglo- 
Persian Oil Co. v. Dale, 1932 1 K.B., p. 146). 

The character of the expenditure is for our present pur- 
poses, I think, analogous to that of the expenditure in ques- 
tion in Moore v. Hare, 1914-1915 S.C., p. 91, where promo- 
tion expenses incurred by coalmasters in connection with 
two parliamentary bills giving authority to construct a 
line to serve the coalfield were held to be capital expendi- 
tures .... I do not perceive any distinction between ex- 
penditures incurred in procuring the company’s bylaws 
authorizing the undertaking and the expenses incurred in 
their litigation with the City of Hamilton. In the ordinary 
course it is true legal expenses are simply current ex- 
penditure and deductible as such; but that is not necessarily 
so. The legal expenses incurred, for example, in procuring 
authority for reduction of capital were held by the Court 
of Sessions not to be deductible in Thomson v. Batty, 1919 
S.C., p. 289.” 

Kerwin, J. with Hudson, J. concurring, after citing sev- 
eral cases all of which are referred to by the other Judges 
in their reasons, concluded by saying “The payment of the 
costs was not an expenditure laid out as part of the process 
of profit earning. It was a ‘payment on account of capital’ 
as it was made (to use Viscount Cave’s words) ‘with a view 
of preserving an asset or advantage for the enduring benefit 
of a trade.’ ” 

Mr. Justice Crocket’s judgment follows in full: 

“If we were free to decide this appeal on considerations 

of practical business sense and equity, or to deduce from 
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decided cases the governing rule, which should be applied 
in determining whether the respondent was or was not 
entitled under the formula prescribed by s. 6 of the Can- 
adian Income War Tax Act to the deduction claimed in com- 
puting its assessable profits or gains for the year 1934, I 
should have no hesitation in adopting the conclusion at 
which the learned President of the Exchequer Court arrived 
and the reasons he has given therefor. We are confronted, 
however, with a recent judgment of the Judicial Commit- 
tee of the Privy Council in the case of the appeal of Tata 
Hydro-Electric Agencies, Bombay, (1937) A.C., 685, in which 
a test, formulated in 1924 by Lord President Clyde of the 
Scottish Court of Sessions in the case of Robert Addie & 
Sons Collieries, Ltd., for determining whether a deduction 
is allowable under practically identical provisions of the 
English Income Tax Act, is expressly adopted and applied. 
The English Act of 1918, ch. 40, 8 & 9 Geo. V, by rule 3 
of Schedule “D,” prohibits deductions in respect of ‘any 
disbursements or expenses, not being money wholly and 
exclusively laid out or expended for the purposes of the 
trade, profession, employment or vocation,’ or in respect 
of ‘any capital withdrawn from or any sum employed or 
intended to be employed as capital in such trade,’ etc., as 
well as other specified capital expenditures for improve- 
ments and the like, the effect of which, as regards this 
case, it seems to be impossible to distinguish from the pro- 
hibitions (a) and (b) of s. 6 of the Canadian Act. I appre- 
hend, therefore, that the test so distinctly adopted by 
the Judicial Committee in the Tata case is binding upon us. 
In delivering judgment in the Addie case the Lord President 
of the Court of Sessions said: 

What is ‘money wholly and exclusively laid out for the pur- 
poses of the trade’ is a question which must be determined upon 
the principles of ordinary commercial trading. It is necessary, 
accordingly, to attend to the true nature of the expenditure, and 
to ask oneself the question, Is it a part of the company’s working 
expenses; is it expenditure laid out as part of the process of profit 
earning? 

Lord MacMillan in delivering the judgment of the Judicial 
Committee in the Tata case quoted this passage and im- 
mediately added: 

Adopting this test, their Lordships are of opinion that the 
deduction claimed by the appellants is inadmissible as not being 


expenditure incurred solely for the purpose of earning the profits 
or gains of the business carried on by the appellants. 
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“It should perhaps here be pointed out that in the Tata 
case the deduction claimed was for an amount equal to 25% 
of the commission earned and received by the appellants as 
managing agents of the Tata Power Co. Ltd. and of three 
other electric power companies in India, which proportion 
of the commission they were required to pay to certain 
parties under the terms of the agreement by which they 
had acquired the agency from their predecessors. 


“The attention of the learned President of the Exchequer 
Court does not seem to have been called to this case. He 
did not refer to it in his printed reasons. No mention of 
it is made either in the appellant’s nor in the respondent’s 
factum, though Mr. Varcoe cited it in his argument before 
us. The learned President discussed the New Zealand case 
of Ward v. Commissioner of Taxes, 1923 A.C., 145, and other 
cases, on which the appellant had relied in the hearing 
before him. He quoted extensively from the judgment of 
Romer, L.J. in Anglo-Persian Oil Co. v. Dale, 19382 1 K.B., 
124, and seems to have based his judgment that the ex- 
penditure in question was deductible under s. 6 of the 
Canadian Act as a proper charge against revenue rather 
than against capital upon the law as laid down by Romer, 
L.J. in the Appeal Court in that case and by Lord Loreburn, 
L.C. and Lords Macnaghten and Atkinson in Strong & Co. 
Ltd. v. Woodifield in the House of Lords, 1906 A.C., 448. In 
the last named case the House of Lords held that a payment 
by a brewery company to satisfy a judgment recovered 
against it for damages and costs for personal injury sus- 
tained by a customer sleeping in an inn, owned by the 
brewery company, owing to the negligence of the company’s 
servants could not be deducted in computing the company’s 
profits for the purpose of income tax, the loss not being 
connected with or arising out of the trade and the moneys 
not having been wholly and exclusively laid out and ex- 
pended for the purposes of the trade. Lord Loreburn in 
his speech in support of this judgment used the following 
language at p. 452 of the report: 

In my opinion, however, it does not follow that if a loss is 
in any sense connected with the trade it must always be allowed 
as a deduction; for it may be only remotely connected with the 
trade, or it may be connected with something else quite as much 
as or even more than with the trade. I think only such losses 
can be deducted as are connected with in the sense that they are 


really incidental to the trade itself. They cannot be deducted if 
they are mainly incidental to some other vocation or fall on the 
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trader in some character other than that of trader. The nature 

of the trade is to be considered .... In the present case I think 

that the loss sustained by the appellants was not really incidental 

to their trade as inn-keepers and fell upon them in their character, 

not of traders, but of householders. 
Lord Macnaghten and Lord Atkinson concurred in the Lord. 
Chancellor’s opinion as thus expressed, which, as I read 
it, lays down the rule that the test as to whether an 
expenditure is allowable under the English Income Tax Act, 
(which was then of the same import as now) is, not whether 
it was made ‘as part of the process of profit earning,’ 
but whether it was ‘really incidental to the trade.’ Lord 
Davey in his speech in the same case, however, laid down 
the principle that: 

It is not enough that the disbursement is made in the course 
of, or arises out of, or is connected with, the trade, or is made 
out of the profits of the trade. It must be made for the purpose 
of earning the profits. 

Singularly enough it was apparently upon this dictum of 
Lord Davey, and not that of the Lord Chancellor, concurred 
in by Lords Macnaghten and Atkinson, that Lord President 
Clyde of the Court of Session in the Addie case formulated 
the test, which the Judicial Committee adopted 13 years 
later in the Tata case. See Lord Clyde’s judgment in the 
Court of Session, Session Cases (1924) at the bottom of 
p. 235. 

“In any event we must now recognize the rule as express- 
ly affirmed by the Judicial Committee of the Privy Council 
and determine whether the expenditure in question in this 
appeal was wholly and exclusively made by the respondent 
as part of the process of profit earning. Being unable to 
convince myself that the expenditure falls within this strict 
formula, I have reluctantly concluded that the appeal must 
be allowed.” 

The appeal to the Supreme Court was therefore allowed 
and the assessment of the Minister was restored with costs 
throughout, there being no dissenting judgment. 
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THE EXCESS PROFITS TAX ACT 
Powers and Duties of Board of Referees 


The following order in council made 16th November 
1940 was published in The Canada Gazette of 14th December 


last: 

Whereas The Excess Profits Tar Act, 1940, (4 Geo. VI, Chapter 
32) provides, by Section 13 thereof, that “the Minister may appoint 
a Board of Referees to advise and aid him in exercising the powers 
conferred upon him under this Act, and such Board shall exercise 
the powers conferred on the Board by this Act and such other powers 
and duties as are assigned to it by the Governor in Council;” 

And whereas the Minister of National Revenue reports: 

That, on the first day of November 1940 he duly appointed 
a Board of Referees for the purposes aforesaid, the said Board 
being composed of: 

The Honourable Mr. Justice William Henry Harrison, of the 
Supreme Court of New Brunswick, Chairman; 

Mr. Kenneth W. Dalglish, C.A., of Montreal; and 

Mr. Charles P. Fell, of Toronto. 

That the said Board has been requested “to advise and aid” 
the Minister of National Revenue “in the exercise of the powers 
conferred upon him” under the said Act and related laws, in order 
that the Minister may, with greater certainty, be “satisfied” that 
the conditions referred to in Section 5 (a) and (b) pertaining 
to depressed industries and businesses with low profits, are present, 
in such degree, that the taxpayers concerned should not have 
their standard profits determined solely under the provisions of 
Section 2(i); 

Now, Therefore, His Excellency the Governor General in Council, 
on the recommendation of the Minister of National Revenue and under 
the authority of Section 13 of The Excess Profits Tar Act, 1940, is 
pleased to assign and doth hereby assign to the said Board of Referees 
the following powers and duties: 

(a) To report to the Minister of National Revciue ii further- 
ance of “the advice and aid” sought by him from it, when in the 
opinion of the Board an industry or a business as a class “was 
depressed” during the standard period as referred to in the said 
Act or when “the business of the taxpayer was for some reason 
peculiar to itself, abnormally depressed” during the said standard 
period “when compared with other businesses in the same class;” 

(b) To report to the Minister of National Revenue in fur- 
therance of “the advice and aid” sought by him from time to 
time as to whether in any case or group of cases the taxpayer 
or taxpayers would not be justly and fairly dealt with if the 
standard profits as defined in Section 2 (i) were adopted for assess- 
ment purposes; provided, always, that any such case or cases 
were within the descriptions set forth in Section 5 of the said 
Act; and 

(c) To determine, within the provisions of the said Act, the 
Standard Profits of any taxpayer or group of taxpayers that may 
be referred to it for consideration by the Minister of National 


Revenue. 
Filing Returns 


Editor’s Note: According to word received from the Income Tax 
Department, corporations will as usual file their annual income tax 
returns in accordance with what they consider is the income taxable. 
Any possible adjustments will be made only after returns are filed.— 
A.H.C. 
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NEW LEGISLATION RESPECTING TAXATION— 
DOMINION AND PROVINCIAL 


Editor’s Note: The information published under this heading indi- 
cates only in general terms the nature of recent legislation of the 
Provincial Governments respecting Taxation. For the Text of the 
legislation, readers should refer to the respective Acts. A copy of a 
Dominion Statute can be obtained from the King’s Printer, Ottawa, 
and of a Provincial Statute from the King’s Printer of the Province 
concerned. 

To provide information to chartered accountants who are called 
upon by their clients to prepare taxation returns in other provinces, 
The Dominion Association of Chartered Accountants some time ago 
sent to the reference library of each provincial Institute a complete 
set of tax legislation passed by the various provincial legislatures, and 
is keeping this information up to date by sending copies of amend- 
ments to such legislation as soon as these amendments are available 


for distribution. 
Manitoba 
(Second Session, 1940) 

The Income Taxation Act—For the most part, the amendments 
(as contained in Bill No. 40 which received third reading on 17th 
December 1940) correspond to the 1940 amendments to the Dominion 
Income War Tax Act and make the relevant sections identical with 
the Dominion Act. However, the section (Section 5 (1) h) relating 
to election for pension fund income exemption was repealed. 

The following new section deals with the question of determina- 
tion of income where the taxpayer carries on business in more than 
one province: 

“25A. In any case where a taxpayer carries on business in 
this and any other province and the nature of the taxpayer’s 
business is such as to render it difficult or impossible to ascertain 
the income liable to taxation under this Act or under the Income 
Taxation Act of the other province, the minister may with the 
approval of the Lieutenant-Governor-in-Council enter into an agree- 
ment with the taxpayer and the government of the other province 
providing for the method of determining the income of the tax- 
payer within each province for the purpose of income taxation and 
for settling the basis of that taxation, and the provisions of any 
such agreement shall prevail over the provisions of this Act incon- 
sistent therewith.” 

Returns of income of corporations, the fiscal period of which does 
not coincide with the calendar year, are now required to be filed within 
four months of the close of the fiscal period. 

The taxpayer now has the privilege of paying, without interest, 
the tax in instalments as follows: One-third of the tax in four equal 
monthly instalments commencing on or before 31st January and the 
balance of two-thirds in four equal monthly instalments commencing 
on or before 31st May. 

All of the amendments are applicable to the 1940 taxation period 
and fiscal periods ending therein. 

The Corporations Taxation Act—No amendments were made to this 
Act at the second session (1940) of the Legislature. 


British Columbia 
No amendments of the Income Tax Act or the Taxation Act were 
made at the 1940 (Fall) session of the Legislature. 
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GENERAL NOTES 


Our Contributors This Month 

This month J. R. Witson contributes an article for the 
better understanding of valuation of inventories. Mr. Wil- 
son was born in British Columbia, attended the University 
of Toronto and graduated from the Faculty of Arts in 1929 
with a degree in Political Science. He became a member of 
the Institute of Chartered Accountants of Ontario in 1934 
and is at present associated with the Toronto firm of Clark- 
son, Gordon, Dilworth and Nash. He acts also as the 
lecturer at Osgoode Hall in the subject of accountancy and 
bookkeeping for legal offices. 

The other contributors are D. R. Patton, Professor J. A. | 
Corry, Hon. J. L. Ilsley, George P. Auld, F. E. Wood, and 
Professor R. McQueen, to whom reference is made in notes 
accompanying their articles. j 


The McKesson & Robbins Case 


On 5th December last the Securities and Exchange 
Commission, Washington, D.C., released its “Summary of 
Findings and Conclusions” in the matter of McKesson & 
Robbins, Inc.—a case that aroused considerable interest in 
the United States. We learn that the summary will be re- 
produced in the January 1941 issue of the Journal of 
Accountancy, the monthly publication of The American 
Institute of Accountants, 13 East 41st Street, New York 
City. 


Appeal of Guardian Insurance Co. Dismissed 

On 20th December last the Supreme Court of Canada 
dismissed the appeal of the Guardian Insurance Company 
of Montreal against a judgment of the Court of Appeals of 
the Province of Quebec in favour of Sharp, Milne & Co., 
Montreal. A full report of the judgment of the Quebec 
Court of Appeals was published at pages 164-176 of the 
March 1940 issue of The Canadian Chartered Accountant. 





The Tax Systems of Canada 


The Dominion Bureau of Statistics announced on 20th 
December that it had just issued a useful publication 
entitled ‘The Tax Systems of Canada.” The data has been 
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LEGAL DECISIONS 


compiled with the object of providing a quick and ready 
reference to the legislative Acts affecting taxation methods 
in Canada and to assist those interested in studying the 
sources of taxation revenues throughout the country. Copies 
are obtainable from the Bureau at fifty cents each; remit- 
tances should be made payable to the Receiver General of 
Canada. 


LEGAL DECISIONS 


[Editor’s Note: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of the 
Canada Law Book Company, from the Dominion Law Reports. In each 
case reference is made to the volume of the Reports where the full 
judgment may be found. It should be kept in mind that the decisions 
given may not in every case be final.] 


Income tax—Oil company—Sale of units of production 


(B. & B. Royalties Ltd. v. Minister of National Revenue) 
Exchequer Court of Canada 


For the purpose of financing the development of oil 
lands, an oil company, preparatory to offering for sale units 
in the production of such lands (called net royalties), con- 
veyed all its oil production less certain costs to a trustee, 
and covenanted to pay the net proceeds of such production, 
if not delivered in kind, to the trustee, to be distributed 
- by the latter among the unit owners. Held, such net pro- 
ceeds paid to the unit owners was not income in the hands 
of the company before distribution within the meaning of 
the Income War Tax Act, R.S.C. 1927, c. 97, the transaction 
amounting in substance to an irrevocable alienation, for a 
consideration paid, of the oil production recovered or the 
proceeds thereof, less certain costs. Semble: The company 
and the unit holders did not constitute an “association” 
within the meaning of the Income War Tax Act.—[1940] 4 
D.L.R. 369. 


(Note: A report of this judgment was published in the April 1940 
issue of THE CANADIAN CHARTERED ACCOUNTANT.) 
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Companies—<Application for repayment of moneys 
misapplied by directors 


(Liquidator of Panama Grain Terminals Ltd. v. Mooney, 
Gibson and Turnbull) 


Saskatchewan King’s Bench 


An application by a liquidator under s. 125 of the 
Winding-up Act, R.S.C. 1927, c. 213 for the repayment of 
company moneys misapplied by a director cannot succeed 
unless the director has been guilty of a breach of duty 
which resulted in actual loss to the company. A special 
general meeting of shareholders voted certain directors 
sums of money as a reward for services rendered, but the 
cheques in payment, instead of being cashed were returned 
to the company in payment of fully paid-up shares. The 
company’s prospectus stated that no bonus stock had been 
or would be issued to the promoters and organizers of the 
company. Held, an application by the liquidator under s. 
125 could not succeed, the company having suffered no loss 
from the transaction.—[1940] 4 D.L.R. 194. 


Mines—Sale of units of production—Whether purchasers 
partners—Whether money loaned to mine lessee a lien on 
mine. 


(Sawyers v. Binns et al.) 
Alberta Supreme Court 


The mere sale of fractional interests in mining leases 
and in the net production of the mine by the owners and 
operators thereof merely constitutes the purchasers co- 
owners and not partners where they have nothing to do with 
the operation of the mine. Participation in the profits by 
receipt of a part of the net production is not in itself con- 
clusive evidence of a partnership. 

A person who loans money to the lessee and operator of 
a mine has at common law no lien upon the mine or upon 
the proceeds of its sale-—[1940] 4 D.L.R. 646. 














PROVINCIAL NEWS 


PROVINCIAL NEWS 


BRITISH COLUMBIA 


A dinner and discussion meeting of the Institute of 
Chartered Accountants of British Columbia, arranged by 
the education and technical committee, was held in Hotel 
Vancouver on Wednesday 27th November 1940. The sub- 
ject for discussion was The Excess Profits Tax Act. Mr. Fred. 
Field, chairman of the committee, presided and, with Messrs. 
W. H. Cotter and G. F. Gyles, led the discussion. 


The chairman read a report of the legislation commit- 
tee of the Council recommending six points upon which 
submission be made to the Dominion Association with a 
view to amendments to the Act, and two points requiring 
clarification. This report and the points raised by the fol- 
lowing two speakers formed the substantial part of the 
discussion that ensued. It was recognized that the Act 
is new and awaits practical experience with its administra- 
tion before its bearing on business at all points can be 
determined. 


It is to be expected that one of the values to the mem- 
bers present, when the discussions are subsequently con- 
templated, will be the stimulus to examine and study the 
Act more closely in view of the points raised at the meeting. 


Some fears were raised at the wide discretionary powers 
given by the Act to the “Minister,” but it was generally 
recognized that, to raise the revenue necessary to prosecute 
an expensive war, it may be necessary to give the adminis- 
trators of the Act wide powers of application. It is hoped, 
however, that such powers will not be carried over into our 
subsequent peace time taxation legislation. 


QUEBEC 


The Society of Chartered Accountants of the Province 
of Quebec is pleased to note that Ottawa has named one 
of its members, Victor Doré, Chairman of the Educational 
Committee for Canada’s fighting forces in the Province of 
Quebec. Mr. Doré was formerly attached to the School of 
Higher Commercial Studies of Montreal as Professor and is 
a Past President of the Catholic School Commission. A 
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year ago, Mr. Doré was appointed Superintendent of Public 
Education of the Province of Quebec, and was charged by 
Ottawa last month to supervise the educational programme 
of the R.C.A.F., Manning Depot, in the City of Quebec, 
with the title of Honorary Squadron Leader. 


Messrs. Fillion & Courtois, 10 Ouest, Rue St. Jacques, 
Montreal, announce the admission to partnership as at 15th 
December last of Mr. Hector Lavallee. The firm is now 
known as Fillion, Courtois & Lavallee, chartered account- 
ants. 


PERSONALS 
OBITUARIES 


The Late J. Arthur LaRue 


The Society of Chartered Accountants of the 
Province of Quebec announces with deep regret the 
death on 2nd December of J. Arthur LaRue, a mem- 
ber of the Society since July 1913. Mr. LaRue 
served on the Council for many years and was 
elected President in 1927, during which time his 
services in the interests of the Society were able 
and outstanding. He was the founder of the firm 
of LaRue & Trudel, also one of the founders of 
Laval Hospital, Quebec, and served on the Montpetit 
Commission on Quebec Taxation. Mr. LaRue died 
at his home in Quebec at the age of 62 after a long 
illness. His fine character earned for him the affec- 
tion of all his confréres and his passing is a great 
loss to the profession. 

























The Late Hon. Gordon W. Scott 


The Society of Chartered Accountants of the 
Province of Quebec deeply regrets to announce the 
untimely death at the age of 53 of Gordon W. Scott 
on 14th December last. He was en route to England 
as financial adviser to Hon. C. D. Howe, the Minister 
of Munitions and Supply, and he was lost in rescue 
operations after his ship had been torpedoed. 
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Mr. Scott entered the service of P. S. Ross & 
Sons at the age of 17. He passed the Final exam- 
inations of the Society in 1918, and in 1914 became 
a partner of the firm. His career in the accounting 
and financial world was brilliant and at the time of 
his death he was a senior partner of the firm he 
had entered as a junior. In September 1939, at the 
outbreak of war, he placed his full time at the ser- 
vice of the Government gratuitously and he was 
engaged on such work when lost at sea. 


He lead a very active business life and typified 
the advances made by the profession in the past two 
decades. As a trustee and liquidator he played a 
prominent part in many well known re-organizations. 
In the course of his professional life he had received 
appointments from a number of governmental bodies 
— Dominion, Provincial and Municipal — to solve 
financial and accounting problems and to act in a 
consulting capacity to Royal Commissions and 
government inquiries, and also had been auditor of 
the Bank of Canada. He held directorship in many 
large financial and industrial concerns. 


Appointed Provincial Treasurer of the Province 
of Quebec in 1930 he was unable to win a seat in 
the Quebec Legislature but Premier Taschereau 
appointed him eight years ago to the Quebec Legis- 
lative Council of which body he had since been a 
member. For some years he was Chairman of the 
Protestant Committee of the Council of Education 
of the Province of Quebec, and was largely instru- 
mental in having a survey made of Protestant edu- 
cation in Quebec and the subsequent re-organization 
upon the necessity of which he always felt strongly. 

The sincere sympathy of the host of friends who 


knew and loved him go out to his family in their 
sorrow. 
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The Late James Brown Sutherland 


The Institutes of Chartered Accountants of Al- 
berta and Manitoba deeply regret to record the death 
of Mr. James B. Sutherland, which took place at 
Winnipeg with tragic suddenness through a traffic 
accident on 28th November 1940. 

Mr. Sutherland was 62 years of age. Born 17th 
July 1878, he was educated at Glasgow High School 
and Glasgow University, and articled to Rattray 
Brothers & Company, being admitted to the Glas- 
gow Institute in 1905. 

He was engaged in accounting work in Glasgow 
and London until 1909, when he came to Canada on 
the invitation of Webb, Read & Hegan, chartered 
accountants. After some six months in their Win- 
nipeg office, he went to Calgary and opened an office 
for them in that city. This firm was amalgamated 
with George A. Touche & Company in 1919. He 
returned to Winnipeg in 1928 as a resident partner 
of his firm in that city, jointly to Mr. John Parton, 
where he remained until his death. 

He took a leading part in the formation of the 
Alberta Institute, being one of the prime movers in 
obtaining the Act of Incorporation, and becoming 
one of the original members. He served on the 
Council, with the exception of one year, during the 
whole period he was in Calgary after the Incorpora- 
tion, and was President in the years 1913-1914, 1919- 
1920 and 1924-1925. During the latter period he 
was also President of The Dominion Association of 
Chartered Accountants, and on leaving for Winnipeg 
he was made a Fellow of the Alberta Institute. He 
became a member of the Manitoba Institute in 1928, 
and served on its Council from 1929 to 1936. 

He gave his time freely to matters of public 
interest, being actively associated with Board of 
Trade work both in Calgary and Winnipeg. He was 
President of the Calgary Board of Trade in 1926, 
and a keen worker on civic and financial bureaus in 
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Winnipeg. He was a member of the Calgary School 
Board from 1924 to 1928. 

He had a profound knowledge of accounting and 
was a life-long student. He had a deep and abiding 
interest in the education of students, and did valu- 
able work as a member of the Committee on Stud- 
ents’ Studies and as a lecturer in the course con- 
ducted by the Institute. 

Deeply, though unobtrusively religious, he was 
a member of the United Church of Canada and 
prominent in the work of Augustine Church of Win- 
nipeg, being active as a member of the Board of 
Management, as Church Secretary, and in the men’s 
organizations. Holding both the affection and re- 
spect of all who knew him—honourable, reliable, 
charitable and a true friend—in Chaucer’s phrase, 
“he was a very perfect, gentle Knight.” 


















The Late William Dunbar Taylor 


The Institute of Chartered Accountants of On- 
tario announces with deep regret the death of 
William Dunbar Taylor, M.A., F.C.A., on 3rd De- 
cember last. 

The late Mr. Taylor received his early education 
in Scotland and was admitted to membership in the 
Society of Accountants in Edinburgh before coming 
to Canada in 1910. He was a member of this In- 
stitute since 1910 and practised the profession with 
the firm of Clarkson, Gordon, Dilworth and Nash, 
in which he was a partner. During his professional 
career he held a very responsible position in many 
important investigations, among which was the post 
of accountant for the Newsprint Commission during 
the first Great War. 

The Institute offers its sincere sympathy to his 
widow and two children. 
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BOOK REVIEWS 


ADVANCED ACCOUNTING PROBLEMS 
By E. L. Kohler 
(Published by Prentice-Hall, Inc., New York, 1939, cloth, 288 pp., $4.00) 


SOLUTIONS FOR ADVANCED ACCOUNTING PROBLEMS 
By E. L. Kohler 
(Published by Prentice-Hall, Inc., New York, 1939, loose-leaf 
binder, 436 pp., $4.00) 


This is one of the best collections of accounting problems and 
answers that the reviewer has seen. It covers a wide range of subjects, 
contains very little of a repetitive nature, and is singularly free from 
the usual questions of the “filler” type. The problems are on the 
whole rather more complex than those found in the average set of 
Institute examination questions, but this should be no disadvantage 
to the advanced student who is looking for exacting tests to fit him 
for the rigours of a final examination. 


The problems were prepared by Mr. Kohler, at the instance of 
the Secretary of the American Society of Certified Public Accountants, 
over a seven-year period ending in 1936. They number 134, and were 
intended for use in the C.P.A. examinations conducted in certain of 
the States. Consequently they include questions on American income 
taxes, bank reorganizations, purchase of treasury stock, etc., which 
are of little value to Canadian students, but there are probably not 
more than a dozen such questions in the whole volume. 


Mr. Kohler meets the usual difficulties of terminology and ex- 
presses regret that no great progress has been made in building a 
common terminology for accountants. He has endeavoured to over- 
come this deficiency by remaining consistent’ throughout his work. 
This should materially lessen difficulties facing the Canadian student 
arising from differences in presentation between Canadian and Ameri- 
can practice. 

It is interesting to compare the short form of Auditors’ report 
given by Mr. Kohler on the balance sheets of several of his solutions 
dated 1931 and 1932 with the wording recently suggested by the Ameri- 
can Society, and which has been so widely adopted on the North 
American continent. This is particularly indicative of the rapid change 
in accounting thought from the days when the bald statement that 
“we believe that the above balance sheet correctly reflects the financial 
condition of the company” was considered a satisfactory certificate. 

The style and substance of his solutions clearly indicate that Mr. 
Kohler is a firm believer in conciseness. The following quotation from 
his preface is, in the opinion of the reviewer, of such importance to 
the student as to justify its constant repetition: 

“The student should learn to set forth his solution only within 
the framework which the problem indicates. If he is asked merely 
for a consolidated work sheet, it should thereupon be obvious to 
him that a classified consolidated balance sheet is not desired; 
he should not be ambitious to air the superficial knowledge which 
the translation to the more formal statements calls for, but rather 
he should strive to prepare a work sheet in the best possible style 
and finish. This point deserves much emphasis in coaching courses 
for the reason that, as examiners will testify, enormous amounts 
of time are consumed by candidates in preparing useless working 
papers and exhibits.” 

The volume of questions has an excellent index as well as a table 
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of contents indicating the time required for the study and completion 
of each problem. The solutions are in a separate volume, published 
in loose-leaf form, and the use of folded sheets permits the presenta- 
tion of the solutions in a manner consistent with common practice in 
the examining room. The extent of Mr. Kohler’s work may be gauged 
by his estimate of the time required to complete all problems, a total 
of approximately 270 hours. The time required varies from one to 
five hours for each question. 

There is little doubt that in the absence of any Canadian work 
of a comparable nature these volumes are indispensable to instructors 
in advanced accounting subjects and will form an extremely valuable 
supplement to the accounting courses at present in use. 

Vancouver, B.C., E. H. Correr. 
29th November 1940 


BUSINESS BUDGETING AND BUDGETARY CONTROL 
By Walter Scott (c.asulting Accountant in Australia) 


Published by The Law Book Company of Australasia Pty. Ltd., 1939, 
cloth, 340 pp. ($6.25 postpaid from The Carswell Company, Toronto) 


“It can be stated as a cardinal principle that we can determine 
whether or not a business is being well managed by discovering how 
accurately it anticipates business conditions.”* This statement was 
made eighteen years ago and subsequent economic disturbances have 
now made it almost platitudinal yet we continue to find numerous 
corporation executives who devise reasons against causing their or- 
ganizations to commit their forecasts to paper. Budgetary control 
deserves the examination of practising accountants even if for no 
better reason than that they may be in a position to state its purposes 
and broadly describe its workings. A reading of Business Budgeting 
and Budgetary Control by Walter Scott, an Australian Consulting Ac- 
countant, cannot fail in providing accountants with this primary 
knowledge. 

At the outset of this book we are told that the budget is a tool 
of management—a device for executive control—and is related to 
accounting only in the interpretation or recording of its results. This 
being so one might well feel that the writing of such a book would be 
a difficult task for an accountant whose avocation is the recording of 
transactions rather than their execution. Like a baseball catcher 
writing of pitching. In fact at times one may be inclined to think that 
perhaps the pitcher might dislocate his shoulder if he tried some of the 
outcurves therein portrayed. 

The first half of the book describes the establishment of the fixed 
budget, namely, that which does not provide for variations in sales 
from the budget, and considerable amount of thought and ingenuity is 
demonstrated in the methods described of forecasting sales. The dis- 
cussion of material, purchase, labour, plant and equipment, repairs 
and maintenance budgets runs the usual gamut of factory planning 
and operations in considerable detail. Under cash budgets is stressed 
the importance of making full use of the operating capital. 

A long chapter entitled “Budgetary Control” proved confusing 
to this reviewer for he was unfamiliar with such terms as ‘values 
created,’ ‘value-expense,’ ‘credit-expense,’ ‘activity credits,’ and his read- 
ing would have been improved by its omission. 

A chapter on retail merchandise budgets is well placed in this 





*R. H. Allen and J. J. Mehl in Business Forecasting in the Edison 
Industries. 


JANUARY, 1941. 








THE CANADIAN CHARTERED ACCOUNTANT 


book for as is generally known large retail businesses almost invariably 
control their purchasing by budgets. There is described calculations 
of planned mark-downs and mark-ups and the ‘open to buy’ stock 
control. 

Probably the most valuable contribution of this book is its exposi- 
tion of variable and flexible budgets. By classifying expenses as be- 
tween fixed and variable and other means, these provide for calculating 
expenses and profits on varying sales and production volumes, hence 
overcoming many objections to the conventional fixed budgets. 


In dealing with the psychological aspects of budgeting the author 


writes: 
“Is it not plain that a system which by the very nature of it 


shall make every department head his own chief cost accountant 

and compel him to operate his department within definite bounds, 

or give a very intelligent answer why not, is a system of almost 
incalculable worth and merit?” 

The book is long, 340 pages, but is well arranged for reference 
purposes. It contains what would appear to be a useful budget manual 
and some interesting budget data obtained by a survey by the National 
Industrial Conference Board. 

Toronto, K. LEM. CARTER. 


10th December 1940 


TABLE OF EXCHANGE RATES 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
31st November 15th December 
1940 - 1940 
U.S. Dollars .. 10-11% P. 10-11% P 
DE cGeecaden sks 443-447 443-447 
Australian Pounds .......... 35814 35814 
New Zealand Pounds ........ 360 360 
South African Pounds ....... 446 446 
British West Indian—Dollars. 9270 
India—Rupees ss 3376 
Hongkong—Dollars 2630 
Straits Settlements—Dollars. ; 5251 
Belgium—Belgas .. No quote 
Denmark—Kroner No quote 
Holland—Florins . No quote 
Finland—Finmarks 171 
France—Franes ......00..0s. No quote 
Italy—Lire No quote 
Sweden—Kronor 2637 
Switzerland—Francs 2565 
Norway—Kroner ........... Noquote No quote 


Note: The above quotations are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per 100 units. 
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CORRESPONDENCE 


Editor's Note: The Editorial Committee welcomes the observations 
of members on subjects of professional interest and are pleased to 
publish Mr. Sharp’s letter respecting this judgment. A summary of 
the judgment is published elsewhere in this issue.—A.H.C. 


Montreal, 13th December 1940. 
Mr. Austin H. Carr, C.A., 


Secretary, The Dominion Association 
of Chartered Accountants, 


Dear Mr. Carr: 
I have before me your circular letter of the 4th instant. Attached 
to this is a legal decision affecting the Dominion Natural Gas Co. Ltd. 


The judgment given (unanimous) by the Supreme Court of Canada 
appears to me to be entirely at variance with the best accounting 
principles. In the first place, the Exchequer Court Judge says, in 
effect, that the proper test was to consider whether the expenditure 
was made with a view to bringing into existence an asset or an 
advantage for the enduring benefit of the trade. Reading the article, 
it seems to me that it was not a question of maintaining an asset 
but rather that of maintaining the earnings of an asset—an entirely 
different thing. I have always believed in the maxim that in deciding 
whether an outlay can be classified as an asset that it must be able 
to produce earnings which would not have been possible had the 
outlay not been made, 

Quite evidently the legal expenses incurred in this case did not 
bring any more earnings into the Company; the outlays were made 
in an endeavour to maintain the present earnings, and I think that 
any practising accountant of experience would take exception to any 
company of which he was the auditor, classifying these legal expenses 
as having been made in the purchase of an asset which did not 
previously exist. Without question he would insist that they would 
come under the category of an expense to be deducted from the year’s 
earnings. 

Yours sincerely, 
(Signed) F. W. SHARP. 
FWS:T. 
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R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


A happy new year to our readers! And this time there 
is nothing conventional about that greeting as it passes 
between one and another of us. We mean it as we have 
perhaps never meant it before; certainly as we have never 
meant it since 1918. We mean a new year in which peace 
may be restored to this tortured world so that each one of 
us according to his talent may be able to turn his thoughts 
and energies away from the destructive art of killing to- 
wards the constructive art of living. 

* Sd * 


Those who are interested in the problem of the alloca- 
tion of indirect factory expenses to particular units of 
product would notice, from the “Cost of Performing a 
Contract or Sub-contract” which was reproduced at page 
402 of last month’s issue of this magazine, that for pur- 
poses of government contracts fixed charges are appor- 
tioned between jobs on the basis of the actual productive 
labour cost of each. There is to be no estimation of in- 
direct costs by use of a burden rate computed on the basis 
of any normal or capacity output but instead the actual 
indirect costs incurred are to be spread by a process of 
historical costing over the actual work done. The justifi- 
cation for this formula would seem to lie in two circum- 
stances, first that for the purposes of the Treasury there 
is no need for a predetermined cost, i.e. a cost determined 
in advance of the close of the cost period, and second that 
most concerns to which government contracts are let will 
be working at or near capacity and so will not have amongst 
their indirect costs any which represent the cost of idle 
or excess capacity. So far as our recollection goes the 
formula is similar to that employed in Great Britain during 
the war of 1914-1918. 


* * * 

The latest accounting research bulletin issued by the 
Committee on Accounting Procedure of the American In- 
stitute is No. 7 (Special) “Reports of Committee on Ter- 
minology.” The reports are two in number, one dated Mid- 
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year, 1940 and the other October, 1940, addressed by the 
committee on terminology (which was constituted this year 
from the membership of the committee on accounting pro- 
cedure) to the main committee. They do not represent 
formal pronouncements of the latter committee as the pre- 
ceding bulletins do. 


The first report opens with an historical sketch of the 
work on terminology of the Institute since 1920 and then 
proceeds to a consideration of the nature of the problem 
and a statement of the manner in which the present com- 
mittee is going to approach its task. It is salutary to 
be told that a comparison of the reports of the two earlier 
committees on terminology which worked from 1920 to 
1932 shows “how vain was the hope expressed by the com- 
mittee of 1931 that its definitions would be accepted as 
representing ‘the sense of the great majority of the lead- 
ing accountants.’” Questions of accounting terminology 
are in fact never going to be settled by any ex-cathedra 
utterances of any committee no matter how distinguished 
its membership or how arduous and conscientious its 
labours. They can be resolved only over a lengthy period of 
years during which the membership of the profession at 
large has given conscious thought to its usage of words 
and phrases. A committee on terminology can give a lead; 
it cannot usefully dictate. 


In the second of the two reports published in this bul- 
letin the committee on terminology gets down to its task 
by offering a discussion and suggested definition of four 
words and phrases — accounting, accountancy, public ac- 
counting and accounting principles. Quite the most im- 
portant of these phrases is the last one “for the work of 
the committee on accounting procedure has created a de- 
mand for a definition of accounting principles.” The authors 
turned to The New Standard Dictionary (1939), to Webster 
and to The New English Dictionary and found that these 
agreed in giving at least three orders of definitions of 
“principle.” The second class of these definitions as given 
in the New English Dictionary is “a fundamental truth or 
proposition on which many others depend; a primary truth 
comprehending or forming the basis of various subordin- 
ate truths.” The third is: “a general law or rule adopted 
or preferred as a guide to action; a settled ground or basis 
of conduct or practice ....” Because this third definition 
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comes nearest to describing what most accountants mean 
by the word “principle” and because equally the second 
definition comes nearest to denoting what most other people 
understand by a “principle” the committee comes in effect 
to the conclusion that accountants should stop talking 
about principles and should instead speak of “accounting 
practice.” They thereby convict of tautology the unfor- 
tunate authors of texts on “Accounting Principles and 


Practice.” 
* oe B 


STUDENT ASSOCIATION NOTES 


QUEBEC 

Education—Through the medium of a permanent liaison 
committee between McGill University and the Society of 
Chartered Accountants of the Province of Quebec, the 
Students’ Society is now able to express to the proper 
authorities the opinions of the students concerning studies. 
Through this committee advances have already been made 
in the presentation of the lectures at McGill University, 
and in the matter of supplementary examinations. The 
establishment of this liaison committee has greatly im- 
proved the position of students, of both intermediate and 
final standing, in their preparation for examinations. 

The sub-committee for study groups and lectures, under 
the chairmanship of Mr. Ralph Linton, C.A., arranged for 
two series of lectures to begin in the middle of September 
and to last to the end of November; one for Intermediate 
students and the other for Final students preparing for the 
Dominion Uniform Examinations. Both series were very 
well attended and were considered a great success, with 
an average attendance of seventy-five. In addition, a series 
of lectures for French students was ably handled by Mr. 
André Leroux, C.A. These were also well attended, there 
being approximately thirty-five students present at each 
lecture. 

Smoker—The Students’ Society held a Smoker on 13th 
December at which about two hundred of its members 
were present. The Smoker was a decided success and the 
members are greatly indebted to Mr. Hugh Savage and his 
committee who were in charge of the arrangements. 

Membership—The membership of the Students’ Society 
now numbers six hundred and twelve, consisting of four 
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hundred and thirty-five registered students and one hundred 
and seventy-seven chartered accountants. These figures 
show a marked increase since the annual meeting of the 
Society, held in June, at which time the total membership 
was five hundred and twenty-seven, consisting of three 
hundred and fifty-nine registered students and one hundred 
and sixty-eight chartered accountants. At the present time 
there are sixty-one members with His Majesty’s Forces on 
Active Service in Great Britain and elsewhere. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are customarily prepared by 
practising members of the several provincial institutes, but excep- 
tionally this month the solution to the first problem reproduced below 
has been prepared by the Editor of the Students’ Department. Any 
solution represents the personal views and opinions of the person 
who prepared it. Solutions are designed not as models for submis- 
sion to the examiner but rather as such discussion and explanation 
of the problem as will make its study of benefit to the student. Dis- 
cussion of solutions presented is cordially invited. 

PROLEM I 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 
INTERMEDIATE EXAMINATION, 1939 
ACCOUNTING I 
Question 4 


X and Y are partners operating a small wood-turning factory. 
+ Fac September 1938, the balance sheet of the partnership was as 
ollows: 











Assets Liabilities 
GCaah: if DONE ....:6660658 $ 500 Accounts payable ....... $12,000 
Accounts receivable ..... POOO BARE LOAM oie oie: scc's s's'0c00%e 24,000 
Inventories—Lumber .... 15,000 X Capital account ...... 15,000 
EINE 3,65 sisie cb 86s ocetasiates 500 Y Capital account ...... 5,000 
BHO hi gasoss snes $50,000 
Less: Reserve .. 30,000 20,000 
$56,000 $56,000 








On 15th January 1939, the plant and lumber are destroyed by 
fire. On 16th January all that could be salvaged is sold for $900.00; 
no lumber was salvaged. 

Insurance policies on inventories and plant are in the hands of 
the bank to whom the proceeds were assigned as security against 
loans. 

You examine the policies and find that all contain a 90% co- 
insurance clause and the total coverage on 15th January was:— 
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All books and records were burned in the fire. From the bank 
records you were able to ascertain the following information in respect 
of the period 1st to 15th January 1939: 

Mill wages paid 

Wages paid—Kiln construction 

Cash received on accounts receivable 

Drawn by X 

Drawn by Y 

Freight cheque 

Other expenses 

Reduction of bank loan 

Accounts payable—December 31 liquidated . 500 

From the freight office you ascertain that the $250.00 freight 
bill covered one shipment of lumber costing $2,000 

All known customers of X and Y were dmabasions to determine 
sales to them during the period. Sales totalled $3,000 upon which 
nothing had been paid. 

Gross profits on sales during 1938 averaged 25% (before milling 
costs). 

Depreciation on plant was calculated in the past at 5% per annum. 

Construction of a new dry kiln, commenced on 2nd January 
1939, was completed on 15th January 1939, at a total cost of $3,000. 
Cost of the kiln included $1,500 (payable upon completion to local 
contractor, lumber supplied by X and Y costing $1,000 and labour 
of the firm’s employees costing $500.00. 

The old dry kiln, considered of no realizable value, was demol- 
ished on 2nd January 1939. The cost of the old kiln included in 
“Plant” account at 31st December 1938, amounted to $2,000 and the 
depreciation provided to that date was ’$1, 000. 


Prepare: 

1. Statement of fire loss. 

2. Balance sheet of the partnership as at 16th January 1939, 
after final insurance settlement. 


SOLUTION 


First it is well to write up the accounts from 1st January to 
15th January by means of the information secured after the fire. 


Cash in Bank 


1938 1939 
Dec. 31 Balance $ 500 Jan. 1-15 Mill wages ....$ 3800 
1939 1-15 Wages—Kiln con- 
Jan. 1-15 Accounts receiv- struction 

1-15 ae Saxe 


‘os | ee 

1-15 Freight on lum- 
ber bought ... 250 
1-15 Other expenses . 500 
1-15 Bank loan 500 
1-15 Accounts payable 500 
15 Balance 700 


1939 
Jan. 15 Balance 
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Accounts Receivable 


1938 
Dec. 31 
1939 
Jan. 1-15 Sales 


Balance .......$20,000 


$23,000 
1939 


Jan. 15 Balance 


Lumber 


1988 
Dec. 31 
1939 
Jan. 1-15 Accounts payable 2,000 
“1-15 Bank—freight .. 250 


Balance $15,000 


$17,250 
1939 SSS 
Jan. 15 Balance 


1938 


Dec. 31 Lee ee «$50,000 


Balance 


1939 
Jan. 1-15 Bank — wages 


kiln construc- 
tion 

“ 1-15 Lumber 
tory 

Accounts 
able 

struction con- 


inven- 


““ 15 


3 
Jan. 15 Balance 


1939 
Jan. 1-15 Bank 


“ 15 Balance 


$23,000 


Inventory 


1939 
Jan. 1-15 Cost of Sales 
75% of $3,000 $ 2,250 
“ 1-15 Plant — Kiln 
construction 1,000 
“ 15 Balance 


$17,250 


Jan. 2 Disposal account— 
cost of kiln 
scrapped 

“15 Balance 


$53,000 


Reserve for Depreciation of Plant 


1939 
Jan. 2 Disposal account— 
reserve against 
kiln scrapped .. 
“ 15 Balance 


$30,100 
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Dec. 31 Balance 
1939 

Jan. 15 Depreciation 


Jan. 15° Balance: .c.<s sie $29,100 
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Accounts Payable 


19389 
Jan. 1-15 Bank 
“ 15 Balance 


tion contract . 1,500 
$15,500 


SS 


1939 
Jan. 15 Balance ......... 15,000 
Loan 


1939 1938 
Jan. 1-15 Bank - Dec. 31 Balance $24,000 


“ 15 Balance 
$24,000 


939 
Jan. 15 Balance 
Sales 


1939 1939 
Jan. 15 Profit and loss ...$3,000 Jan.1-15 Accounts receiv- 


Cost of Sales 


1939 1939 
Jan. 1-15 Lumber _ inven- Jan. 15 Profit and loss .. 
to 0 


Depreciation of Plant 
1939 1939 
Jan. 15 Depreciation reserve Jan. 15 Profit and loss .. 


—5% p.a. on $48,- 
000 for % month $100 


Expenses—other 


1989 1939 
Jan. 1-15 Bank—mill wages $300 Jan. 15 Profit and loss .. 


“ 1-15 Bank — other ex- 


Kiln Disposal Account 


1939 1939 

Jan. 2 Plant account ....$2,000 Jan. 2 Depreciation re- 
$1,000 
. 1,000 
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Profit and Loss 


1939 1939 
Jan. 1-15 Cost of sales ..$2,250 Jan.1-15 Sales 
“1-15 Depreciation of “ 15 Net loss trans- 
plant 100 
“ 1-15 Expenses—other 800 
“1-15 Loss on kiln ... 1,000 


$4,150 


X Capital Account 
1939 1938 
Jan. 1-15 Bank—drawings $ 1,000 Dec. 31 Balance 
“ 1-15 Profit and loss . 575 
“ 15 Balance 


1939 
Jan. 15 Balance 
Y Capital Account 
1989 1938 
Jan. 1-15 Bank—drawings $ 250 Dec. 31 Balance 
“1-15 Profit and loss . 575 
“ 15 Balance 


Jan. 15 Balance 
We are now in a position to draw up the balance sheet of X and 
Y as at 15th January, the date of the fire. It appears thus: 
Cash in bank $ 700 Accounts payable 
Accounts receivable 
Lumber inventory 
Land 500 Y Capital 


$ 
Less: Reserve .. 29,100 21,900 


1. On the assumption that the book figures computed above for 
plant and lumber inventory are accepted by the adjustors the claim 
for fire loss would appear: 

X and Y 


Statement of Fire Loss 15th January, 1939 
Amount Co-insurance Amount Amount 
Item icy clause of loss recoverable 
Lumber 90% $14,000 $13,000 
Plant 15,000 90% 21,000 15,000 
(It is to be observed in respect to each poliey that since the loss 
exceeded the amount of the policy and also exceeded 90 per cent of the 
value of the asset insured the co-insurance clause is inoperative and 
the face amount of the policy can be recovered.) 
2. The following adjusting journal entries are required to record 
the fire and the insurance settlement. 
16th January, 1939 
Fire loss account 
Depreciation reserve 
'o Lumber inventory 
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To close out the accounts of the assets de- 
stroyed by fire on 15th January. 
Bank 
Insurance recoverable 
To Fire loss account 28,900 
To record proceeds of sale of salvage, and 
insurance recoverable. 
Bank loan 
Bank 
To Insurance recoverable 
To record deposit in the bank of net pro- 
ceeds of insurance claims after repay- 
ment of bank loan. 
X Capital account 
Y Capital account 
To Fire loss account 
To write off against partners’ accounts the 
loss resulting from the fire. 
The required balance sheet can now be prepared. 


X and Y 
Balance Sheet as at 16th January, 1939 


Cash in bank Accounts payable 
Accounts receivable .... X Capital 
d 5 Y Capital 


$25,600 


Note: In the foregoing solution it has been assumed, since no 


profit ratio is stated, that X and Y share profits and losses equally. 
It has also been assumed that the mill operating costs incurred be- 
tween ist January and 15th January, 1939, are chargeable to opera- 
tions and are not to be included in computing the value of the lumber 
inventory at the date of the fire. 


PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, 1939 
ACCOUNTING III 


Question 2 
The following was the Trial Balance at 30th June 1939 of the 
Phoenix Manufacturing Company Limited, which is incorporated 
under the Dominion Companies Act:— 


Cash on hand and in bank ...........3.......65 $ 48,000 
Accounts receivable 290,000 
Reserve for bad debts $ 8,000 
Reserve for cash discounts on accounts and 

bills and notes receivable 5,000 
Reserve for depreciation of machinery and 

equipment 98,000 
Reserve for depreciation of buildings 34,000 
Bills and notes receivable .................... $ 210,000 
Deferred charges 
Inventory: Raw material 
Inventory: Work-in-process 
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Inventory: Finished goods 134,000 
Machinery and equipment 247,000 
Buildings 136,000 
Land 60,000 
34,000 
Accounts payable $ 247,000 
Bills and notes payable 310,000 
Accrued expenses 2,000 
Preferred dividend: six months to date 9,000 
General contingency reserve 20,000 
6% Preferred redeemable share capital ($100 
par value) 300,000 
Common share capital (30,000 shares of no par 
value) 300,000 
Earned surplus 6,000 
Sinking fund reserve for redemption of pre- 
ferred shares 180,000 
Sinking fund investments for redemption of 
preferred shares 180,000 


$1,519,000 $1,519,000 


Owing to prevailing market conditions its preferred shares drop- 
ped considerably in price on the open market. The company has 
power to redeem them by purchase on the open market, or at a price 
equal to the current market price. It decided to redeem as many as 
possible. 

During the months of July and August it realized the whole of 
the sinking fund investments, sustaining a loss of $8,000 in doing so. 
With the proceeds it purchased and cancelled 2,200 of the redeemable 
preferred shares. 

(a) Show by means of journal entries the accounts that should 
be debited and credited as a result of the above transaction, com- 
mencing with the sale of the investments. 

(b) What profit, if any, has the company made, and from a 
sound accounting standpoint state how much profit could be used 
prod the payment of cash dividends, showing how you arrive at your 
igure. 


SOLUTION 


(a) Bank (Special account) $172,000 
To Investments sinking fund reserve for 
redemption of preferred shares $172,000 
Proceeds of sale of investments. 
Sinking fund reserve for redemption of 
preferred shares 8,000 
To Investments sinking fund reserve 
for redemption of preferred shares. . 8,000 
Writing off loss on realization. 
6% Preferred redeemable share capital.... 220,000 
To Vendors of 6% preferred shares .... 172,000 
Capital surplus: Realized 48,000 
Redemption of 22,000 preferred shares by 
purchase on the open market at a total 
cost of $172,000. 
Vendors of 6% preferred shares 172,000 
To Bank (Special account) 172,000 


JANUARY, 1941 





THE CANADIAN CHARTERED ACCOUNTANT 


Sinking fund reserve for redeemable pre- 
ferred shares 
Capital surplus: Realized 
To Reserve of capitalized surplus .... 
Transfer of profits which have now replaced 
$220,000 of preferred redeemable shares, 
and are now off-set assets being used in 
the business. 


(b) The net profit on the whole transaction was $48,000 minus 
$8,000, or $40,000, but none of this is available for the payment of 
cash dividends. 


Current Position of Company at 30th June 1939 


Current Assets 


Cash in hand and in bank $ 48,000 
Accounts receivable $290,000 
Bills and notes receivable 210,000 


500,000 


Less: Reserve for bad debts 
Reserve for cash discounts on 
accounts and bills receivable 5,000 13,000 487,000 


Inventories 313,000 


848,000 
Deferred charges 1,000 


849,000 
Less: Current liabilities: 
Accounts payable 
Bills and notes payable 
Accrued expenses suspense 


Preferred dividend for six months 
Current capital 


The whole of the current capital is in the inventories. 


Section 61 of The [Dominion] Companies Act, 1934, calls a profit, 
such as the $48,000, a capital surplus. However, sound accounting 
requires, and this is probably the intention of Section 61, that the 
whole of the following should be capitalized: 

Accumulation of profits made previously 
Less loss on realization of investments 8,000 $172,000 


Profit on redemption of preferred shares 48,000 
$220,000 


because the whole is now offset by assets, previously offset by the 
preferred redeemable shares. The whole of these assets are needed 
for the business because the whole of the current capital is in the 
inventories, so that, apart from the fact that these profits ($172,000) 
now replace the preferred shares redeemed, it would be most unsound 
to use them for a cash dividend. 


$4 





